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INTRODUCTION 


T he twin scourges that afflict the modern w^orld — De- 
pression and War — are not altogether unrelated. Bad 
as the Treaty of Versailles was, a steady improvement 
in international political relations could have been expected 
had we had the vision and courage to stop the Great Depres- 
sion dead in its tracks and to move for%vard to higher levels 
of real income and employment. 

The war now afflicting, directly and indirectly, the entire 
world cannot be cxplaint'd by overly simplified dogmas run- 
ning in terms of competitive capitalism and imperialistic 
rivalries. But it has, nonetheless, an economic basis — the in- 
ability of the great industrial nations to provide full employ- 
ment at rising standards of real income. The disastrous eco- 
nomic breakdown of the thirties let loose forces which have 
set the world in flames. The ultimate causes of the failure to 
achieve a world order in the {X)liucal sphere must be sought 
in the facts of economic frustration. 

It is against the background of the past decade of economic 
and political futility that this book is written. It deals with 
the changing role of government, and particularly with fiscal 
policy as an instrument for regulating the national income 
and its distribution. 

In June, 1939, it was my privilege to present a preliminary 
report on Fiscal Policy and Business Cycles to a conference 
of specialists in the fields indicated, called together under the 
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auspices of the Social Science Research Council at Rye, New 
York. This conference proved to be extraordinarily stimulat- 
ing and helpful, and I am deeply in debt to all those who par- 
ticipated. They included Roy Blough, J. M. Clark, Gerhard 
Colm, Lauchlin Currie, Gottfried Haberler, C. O. Hardy, 
Simeon E. Leland, Abba P. Lerner, Arthur W. Marget, Law- 
rence H. Seltzer, Carl Shoup, and John H. Williams. 

Especially am I under obligation to Dean Williams and 
members of the Seminar on Fiscal Policy at the Graduate 
School of Public Administration, Harvard University, for a 
thoroughgoing, critical analysis of the report referred to 
above and of oral presentations of my views. These, together 
with the discussion at the conference referred to above, have 
frequently forced me to clarify my thinking and to alter or 
restate my position. I have, moreover, learned much from 
conversation with, and from the writings of, my colleagues — 
Professors Schumpeter, Haberler, and Harris — and from pro- 
longed discussions on many points with graduate fellows and 
younger faculty members, especially J. Keith Butlers, Emile 
Despres, John T. Dunlop, J. K. Galbraith, R. V. Gilbert, 
Benjamin H. Higgins, G. G. Johnson, Martin Krost, Richard 
A. Musgrave, Kenyon E. Poole, Walter Salant, Paul A. Samuel- 
son and Paul M. Sweezy. 

In view of the controversial character of many of the issues 
discussed, it is especially important to say that none of the 
persons named above are responsible for the arguments 
presented or the conclusions reached in this book. With re- 
spect to the basic underlying philosophy, some are, as I under- 
stand them, in substantial agreement, while others are highly 
skeptical though splendidly sympathetic and open minded 
to ideas differing from their own. 

I wish also to express my deep obligation to the Graduate 
School of Public Administration, Harvard University, for the 
seminar and research facilities w'hich it has provided. In the 
preparation of certain chapters I have had the assistance of 
Willard D. Arant, Virginia Goughian, Benjamin H. Higgins, 
and Mortimer Kaplan. In addition, David W. Lusher and Saul 
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R, Srole aided in assembling basic data. In a part of Chap- 
ter V, I have relied heavily upon the work of George Jaszi, pub- 
lished in Public Policy, 1940 yearbook of the Graduate School 
of Public Administration. I am particularly happy to include 
the Appendix to Chapter XI, on “A Statistical Analysis of the 
Consumption Function,” written by Assistant Professor Paul 
A. Samuelson, Massachusetts Institute of Technology. 

Permission has kindly been granted to use parts or all of 
articles or addresses published elsewhere. These include the 
following: “Economic Progress and Declining Population 
Growth,” American Economic Review, Supplement, March, 
1939: “Extensive Expansion and Population Growth,” Jour- 
nal of Political Economy, August, 1940; “The Dynamic versus 
the Circular Flow Economy,” an address delivered September 
17, 1940, at the Bicentennial Celebration of the Founding of 
the University of Pennsylvania; “Price Flexibility and the 
Full Employment of Resources,” The Structure of the Ameri- 
can Economy, Part II: Toward Full Use of Resources, Na- 
tional Resources Planning Board, 1940; “Monetary and Fiscal 
Controls in War Time,” Yale Review, Winter, 1940; “Defense 
Financing and Inflation Potentialities,” The Revietv of Eco- 
nomic Statistics, February, 1941: “Some Aspects, Near-term 
and Long-term of the International Position of the United 
States” (joint author with A. R. Upgxcn), American Economic 
Review, Papers and Proceedings, February, 1941. 

Finally, my sincere thanks and appreciation are due Miss 
Virginia Coughlan for her highly efficient secretarial work in 
die preparation of the manuscript and in seeing it through the 
press. 




Part One 

TOWARD AN UNDERSTANDING 
OF THE THIRTIES 






Chapter I 

THE THIRTIES VIEWED AGAINST 
THE BACKGROUND OF 
EARLIER CYCLES 


T he Great Depression, beginning in 1929, which had 
only partially been overcome, at any rate in the United 
States, by the end of the tliirties, has been characterized 
as something quite unique in the long history of business cy- 
cles. To be sure, in a sense every cycle is unique and has special 
cliaracteristics of its own. When, however, it is said that the 
Great Depression was a unique phenomenon, something else 
is meant than the ordinary degree of variation in duration and 
depth which we find from cycle to cycle. 

There is not, however, unanimity of opinion among busi- 
ness cycle students with respect to the uniqueness of the Great 
Depression. There are those who hold that the severity of this 
depression and the difficulty of overcoming it fit quite well 
into the general scheme of cycle development over the last 
one hundred and fifty years. 

Whether the Great Depression was indeed unique or not, 
it is at any rate true that it will be much better understood if 
it is set off against the background of the history of business 
cycle movements. To do so, it is necessary to differentiate vari- 
ous cycles or wavelike movements in the process of modern 
economic development. 

Whether these movements may strictly be characterized as 
cyclical is at least debatable. Some would defend the use of 
the term “fluctuations*' as more accurate, since the movements 
of output, employment, and prices vary so greatly from time 
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to time and are highly irregular. On the other side, those who 
run to abstract theorizing, and desire as far as possible to fit 
concrete data into a mold or pattern, will be inclined to search 
for greater regularity in the movements than can properly be 
described under the term “fluctuations.** And, indeed, the 
data lend a good deal of support to this point of view. It is, at 
any rate, a reasonably defensible proposition that the move- 
ments of industry and business run in cycles sufficiently regu- 
lar so that, within limits, a period may be assigned to their 
duration. Moreover, the analysis of the cycle gives strong 
support to the view that a movement, once started in one 
direction, tends to cumulate and grow stronger and stronger 
up to a certain point beyond which the generating forces 
weaken until a reverse movement finally develops in the op- 
posite direction. If this is true, the movement is wavelike in 
character, and not merely an erratic fluctuation. 

Into this discussion — on which there is an extensive litera- 
ture — we shall not enter. We shall follow the view that eco- 
nomic development does run in cycles. We believe that there 
is sufficient justification in the historical and statistical record, 
supported by the theoretical analysis of the cumulative proc- 
ess, to warrant this assumption. 

The upward and downward movements, which together 
make business cycles, are now commonly believed to be mainly 
associated with fluctuations in the volume of real investment. 
We distinguish between real investment and financial invest- 
ment. When one purchases a share in a corporate enterprise or 
a bond or a mortgage, one is making a financial investment. 
When one, however, builds a house or a factory or a ma- 
chine, one is making a real investment. Real investment may, 
of course, be measured either in value terms or in quantitative 
terms. 

The fluctuations of cyclical movements may be character- 
ized in terms of either money income, real income (the output 
of material goods and services), or employment. These three 
categories, to be sure, are not identical. Money income is a 
function both of real income and of price movements, while 
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real income or output differs from employment by reason of 
changes in productivity. Cyclically, however, the three move 
more or less in consonance, though the trend movement is 
likely to differ considerably under varying circumstances. For 
certain problems it is extremely important to differentiate 
sharply between them. But frequently in discussing economic 
fluctuations or cyclical movements all three may be regarded 
without serious error as moving together, whether in the up- 
swing or in the downswing. This is particularly true for the 
short-run movements but less true for the longer-run devel- 
opments. 

We have noted that the upswing and downswing move- 
ments of income, output, and employment are mainly char- 
acterized by fluctuations in the rate of real investment. It is 
true, as we shall develop later, that the fluctuations in income, 
output, and employment involve more than fluctuations in 
real investment alone. Consumption also rises and falls with 
the cycle movement, but less violently proportionally than 
the rise and fall of real investment. Moreover, consumption 
rises or falls, in large part, in response to movements in real 
investment, though to some extent, as we shall see later, these 
movements are of an independent character unrelated to the 
movements of real investment. 

We distinguish real investment from consumption in a 
more or less arbitrary manner, though following conventional 
terminology. By real investment we mean the purchase of 
capital goods, by which is usually meant: (1) producers' goods, 
including (a) industrial, public utility, commercial and finan- 
cial plant and equipment and (b) inventories of stocks of goods 
in process or held for future sale; and (2) consumers' capital, 
including (a) residential building and (b) public works of all 
kinds, such as public buildings, roads, and the like. 

In consumption we include purchases of: (a) personal serv- 
ices, (b) nondurable consumption goods, such as food and the 
like, (c) semidurable consumers' goods, such as clothing, and 
(d) durable consumers' goods, such as automobiles and house- 
hold equipment. 
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The most general, all-inclusive statement of the essential 
character of cyclical movements is that they consist in an in- 
crease or decline, as the case may be, in the purchase of real 
investment goods and of durable consumers* goods as defined 
above. While the role of durable consumers* goods plays an 
increasingly important part, it is nevertheless still true, and 
formerly almost exclusively so, that the causes of business fluc- 
tuations are to be found mainly in the factors which bring 
about a rise and fall in the rate of real investment. This analy- 
sis will be developed with the necessary qualifications in subse- 
quent chapters. 


Major and Minor Cycles 

Quite commonly, particularly in America, the term “busi- 
ness cycle’* is applied with reference both to what is called the 
minor cycle and to the major cycle. And with respect to the 
term “depression,** equally the term is applied both to minor 
recessions and to major depressions. In Europe, when the 
business or trade cycle is spoken of, reference is usually made 
to what we call the major cycle. 

On the whole it is, we think, preferable to concentrate at- 
tention upon the major cycle in business cycle analysis. But 
it is not possible in doing so to overlook the fact that, particu- 
larly in the upswing phase of the major cycle, there regularly 
occurs, especially in American experience, one or sometimes 
two interruptions to the upswing movement. In seven of the 
fifteen major cycles in the period from 1807 to 1937 there 
were two minor recessions, and in eight of the major upswings 
tliere was one minor recession. Since 1883, out of six major 
cycles two were interrupted by two minor recessions and four 
by one minor recession.^ 

The major upswing, as we have already noted, can be char- 

I The figures given in this chapter on the number of cycles, major and minor, 
are based on the data in W. C. Mitchell, Business Cycles^ the Problem and Its 
Setting, National Bureau of Economic Research, 1927, Chapter IV; W. M. 
Persons, forecasting Business Cycles, John Wiley and Sons, 1931; and the 
Cleveland Trust Bulletin, 
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acterized essentially as an expansion in the rate of real invest- 
ment. For the purpose currently at hand, it is most useful to 
classify real investment into the two categories suggested 
above: (a) inventories of commodity stocks and (b) real in- 
vestment in fixed capital, including plant and equipment, 
housing and public construction. When an upsurge in real in- 
vestment occurs, it is not unusual for the spurt in inventory 
accumulation to run ahead of the normal requirements indi- 
cated by the rising trend. When this is the case, sooner or 
later a temporary saturation in inventory accumulation de- 
velops, leading to an inventory recession. Not infrequently 
the minor setbacks experienced in the major upswings may 
be characterized as inventory recessions. But sometimes other 
situations may initiate or aggravate these minor recessions. 
Thus, for example, in the beginning of the major upswing it 
may be that large investment in improved machinery occurs 
and that after a time a temporary saturation is reached in this 
type of investment leading to a recession. The general buoy- 
ancy of the upswing, however, soon starts the economy upward 
again with a further burst of real investment after the tem- 
porary setback thus sustained. Sometimes special situations 
are partly responsible for minor recessions, such as critical 
international developments, labor disturbances, or even spe- 
cial factors having to do wdth major industries, such as the 
Ford shutdown in 1927. Regularly, however, inventory move- 
ments play an important role. 

It is to be noted that very rarely do minor upswings inter- 
rupt the downturn of the major cycle. One notable case, how- 
ever, was the temporary recovery which occurred in 1895 in 
the major downswing from 1893 to 1897. Following this very 
brief recovery, the economy continued downward in a deep 
and prolonged depression. There are very few other clear 
cases in our history of a temporary upturn in the period of 
the major downswing of the business cycle. There are, how- 
ever, the brief recoveries of 1818, 1828, and 1841, all of them 
coming in the period of the long, difficult readjustment after 
the Napoleonic Wars. About this period we shall have more 
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to say later in connection with a discussion of the so-called 
“long waves.” For the most part, the minor cycle in American 
experience has appeared in the form of a temporary recession 
in the general upswing of the major cycle. 

It has been suggested (and to some extent this view is tena- 
ble) that both the Great Depression from 1929 to 1932 inclu- 
sive and the recovery from 1933 to 1939 follow a pattern 
which is fundamentally similar to other cycles. This is not 
to say, however, that those who advance this view would neces- 
sarily argue that there is implied in such correspondence any- 
thing in the nature of inevitableness about the course of the 
cycle development, whether in the downswing or in tlie up- 
swing. Indeed, it is highly probable that wiser and sounder 
public policy could liave modified very greatly the develop- 
ment both in the depression and in the recovery phases. What 
is true is that the experiences of this decade certainly become 
more understandable if we set them out against the back- 
ground of the history of earlier American business cycles. 

One generalization stands out very clearly from this record 
— one which apparently has been lost sight of in the current 
period, particularly with respect to the recovery movement 
from 1933 on. The generalization referred to is the highly 
important one that every prolonged upswing period has been 
interrupted by minor recessions. From the record of past 
American experience it is clear that a continuous upswing has 
rarely occurred extending without interruption beyond a 
period of about four years, and usually the period is some- 
what shorter. From this we may deduce that the major up- 
swing represents a discontinuous, jerky spurt in the rate of 
real investment; that the rapid expansion of real investment 
proceeds by fits and starts. Particularly, as we have noted, is it 
difficult in the upswing period, when demand and {prices are 
rising, to hold to an appropriate pace the accumulation of in- 
ventories. 

The American experience indicates that the major business 
cycle has had an average duration of a little over eight years. 
Thus, from 1795 to 1937 there were seventeen cycles of an 



THE THIRTIES 


19 

average duration of 8.35 years. In the hundred-year period 
1837 to 1937 there were twelve major cycles of an average 
duration of 8.33 years. In the eighty-year period from 1857 
1937 there were ten major cycles of an average duration of 
8.0 years. And in the period from 1873 to 1937 there were 
eight major cycles of an average duration of 8.0 years. 

Since one to two minor peaks regularly occur between the 
major peaks, it is clear that the minor cycle is something less 
than half the duration of the major cycle. In the one hundred 
and thirty-year period 1807 ^937 ^-here were thirty-seven 

minor cycles with an average duration of 3.51 years. In the 
eighty-year period from 1857 to 1937 there were twenty-three 
minor cycles with an average duration of 3.48 years. And from 
1890 to 1937 there were fourteen minor cycles with an aver- 
age duration of 3.3G years. 

The major cycles vary in length from a minimum of six 
years to a maxinium of twelve years, though with rare excep- 
tions they fall within the range of seven to ten years, the aver- 
age being slightly over eight years. The minor cycles have a 
range of from a minimum of two years to a maximum of six 
years, though they usually fall within the range of three to 
four years, with tlie average slightly over three and one-third 
years. 

Building Cycles 

But there are other factors, altogether aside from those 
which bring about the temporary interruptions in the broad 
sweej:)s of the major cycle, which profoundly alter the course 
of its development and influence the intensity and violence 
both of the upswing and of the downswing. One of the most 
important is one that, strangely enough, has been greatly 
neglected in the analysis of business cycles. And this factor is 
of peculiar significance for us, for it has an important bear- 
ing upon an understanding of the Great Depression of the 
nineteen-thirties. 

The factor to which we refer is the fluctuation in building 
construction. This follows, in large measure, a wavelike move- 
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ment much longer than the major business cycle. Notable 
studies have been made by Riggleman, Newman, Long, and 
the Federal Reserve Bank of New York City of building con- 
struction, both residential and nonresidential.® Riggleman’s 
study extends over a century from 1 830 to 1 935 and covers, in 
the earlier period, three cities and, in the later period, sixty- 
five cities. Long’s study covers the period from 1864 to 1934 
and includes twenty-nine cities. Newman’s study is for seven- 
teen cities and covers the period 1879 to 1934, while the study 
of the Federal Reserve Bank of New York City covers the 
years 1877 to 1934 and is for seven of the leading cities of the 
United States. All of these studies relate either directly to vol- 
ume or to the value of building corrected for price changes. 

From these studies it appears, according to the American 
experience, that building construction over the last hundred 
years has followed a fairly regular cyclical pattern. The Rig- 
gleman study reveals six building cycles from 1830 to 1934, 
with an average duration of 17.33 years. The studies of Long 
and Riggleman reveal four cycles from 1864 to 1934, with 
an average duration of 17.5 years. All four studies cover the 
period from 1878 to 1934 and reveal three cycles with an 
average duration of 18.7 years, while the period from 1900 to 
1937 gi^'es two cycles of an average duration of seventeen 
years. Thus, it appears that the building cycle averages some- 
where between seventeen and eighteen years in length, or al- 
most precisely twice the length of the major business cycle. 

Question may be raised why building construction should 
have a cycle of its own different in length from that of the ma- 
jor business cycle. In this connection it is well to point out 
that building is not the only field of economic activity which 
reveals a periodicity varying from that of the major cycle. 
Thus, for example, we know that there is a cycle in textile 


2 See G. F. Warren and F. A. Pearson, World Prices and the Building Indus- 
try, John Wiley and .Sons, 1937: W. H. Newman, The Building Industry and 
Cyder University of Chicago Press, 1935: J. R. Riggleman, "Building 
Cycles m the United States, 1875-193*," Journal of the American Statistical 
Association, 1933; C. D. Long. Jr., Building Cycles and the Theory of Invest- 
ment, Fnnccton University Press, 1940. 
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production, which fits neither the minor cycle nor the major 
business cycle, of about two years’ duration; that there is a 
cycle of hog production of about three to five years; and, in- 
deed, a cycle of greater or shorter duration in the production 
of several of the more important domestic animals. 

The corn-hog cycle, for example, has been explained by the 
interrelation of the price of corn and the price of hogs. When 
there is a large production of corn, and feed prices are low, 
farmers find that it is desirable to produce more hogs, but it 
takes some time to make the decision and some time to raise 
the new hog crop. Thus, after an interval an excessively large 
supply of hogs appears on the market, causing a low price of 
hogs in relation to the price of corn. Thereupon, the farmers 
conclude that it is better to sell the com in the market and 
raise fewer hogs. Again, it takes some time to make the deci- 
sion and to adjust the hog crop to the new price situation, and 
after a lag a relative shortage appears in hog production, caus- 
ing a high price of hogs in relation to the price of corn. Thus, 
in the lag of reaction of producers to the market situation one 
finds the explanation of the hog production cycle. 

In somewhat similar fashion one may advance a tentative 
explanation of the seventeen-eighteen-year cycle of building 
construction. We shall apply the argument particularly with 
respect to residential building, though the same analysis holds 
in large part for other kinds of construction. Let us suppose 
that residential building has for a period been depressed and 
that increasingly rental space is becoming scarce. Rents thus 
rise. But it takes some time before the building industry is 
sufficiently convinced of the permanence of the higher rents 
to be stimulated into activity. Moreover, the building indus- 
try by its very nature cannot be set going on a large scale sud- 
denly. In a period of building depression many contractors, 
particularly the smaller ones, have gone into other industrial 
activities, and the same is true of the skilled workmen. It fol- 
lows that it takes considerable time to recruit a sufficient num- 
ber of new entrepreneurs and skilled laborers to develop con- 
struction on a large scale. Once expansion is under way, the 
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construction continues so long as the rents appear favorable. 
Structures and plans are in process which cannot be com- 
pleted for many months, and sometimes even years, after it 
appears that the rent situation, owing to the increasing surplus 
of available houses, is becoming less favorable. Thus, the ad- 
justment of the supply of houses to the demand for iiouses 
takes place with a very considerable lag, and this, it appears, 
accounts in part for the cyclical movement in residential 
building. 

The fluctuation in rents resulting from the failure of quick 
adjustment of available housing space to the number of fami- 
lies seeking accommodations is the major cause of the fluctua- 
tion. There are, however, other factors which have a bearing 
on the building cycle, including fluctuations in the cost of 
building, availability of investment funds, changes in the na- 
tional income, changes in the rate of urban population growth, 
and general pessimism or optimism with respect to the long- 
run future.® 

Some of these factors are themselves affected by the build- 
ing cycle itself and, therefore, are in part caused by, as well as 
causes of, the building cycle movement. Thus, as building con- 
struction increases, the cost of building is advanced by reason 
of activity in the industry. And the ever-mounting cost is itself 
a factor causing, in part, a cessation of building operations. 
Much the same may be said about the availability of real- 
estate investment funds. Moreover, changes in the national 
income are, in part, affected by the building cycle and often 
act in a manner to reinforce and accelerate the upswing or the 
downswing of constructional activity. 

As we have already noted, the building cycle on the average 
is almost exactly twice as long as the major business cycle. It is 
therefore not true, as has sometimes been suggested, that the 
building cycle has no relation whatever to the major business 

8 Cf. J. Tinbergen, Statistical Testing of Business Cycle Theories, A Method 
and Its Application to Investment Activity, League of Nations, f • Roos, 

Dynamic Economics, The Principia Press, Inc., 1954: J. B. D. Derksen, “Long 
Cycles in Residential Building: An Explanation,*’ Econometrica, April, 1940; 
see also extended bibliography cited in C. D. Long, Jr., op. cit., pp. 9-10. 
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cycle. On the contrary, American experience indicates that 
with a high degree of regularity every other major business 
boom coincides roughly with a boom in building construc- 
tion, while the succeeding major cycle recovery is forced to 
buck up against a building slump. In the former case the peak 
of the building boom usually antedates the peak of the major 
cycle. 

The periods of the six building cycles of the last hundred 
years are as follows; 


Table I 



Low 

High 

Low 

Cycle 1 

1830 

1836 

1843 

Cycle 2 

1843 

1853 

1864 

Cycle 3 

1864 

1871 

1878 

Cycle 4 

1878 

1890 

1900 

Cycle 5 

1900 

1909 

1918 

Cycle 6 

1918 

1925 

»934 


The major depressions which coincide with a sharp curtail- 
ment in building construction following pronounced booms 
are as follows: 1837, '873, 1893, ^929- It will be 

noted that every one of these depressions was of unusual se- 
verity and duration. This is precisely what one would expect. 
If temporary saturation in other forms of real investment coin- 
cides with a temporary saturation in investment in building 
structures, it is reasonable to suppose that the total decline in 
real investment will be far greater than would otherwise be 
the case. Moreover, since it takes longer to overcome the tem- 
porary saturation in building construction — indicated by che 
average length of the downswing in the building cycle, eight to 
nine years — it is not difficult to see that recovery of general in- 
vestment activity is made more difficult so long as building con- 
struction, which has always been such an enormously impor- 
tant industry in American life, is declining or running along 
on a very low level. Thus, the depressions which have fallen 
in the interval of the construction downswing are typically 
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deep and long. And the succeeding recovery is held back and 
retarded by the unfavorable depressional influence from the 
slump in the building industry. 

With respect to the Great Depression of the thirties, it is 
worthy of note that the constructional boom of the twenties 
was the greatest in our history and that the precipitate decline 
in building after 1928 exceeded that in any earlier period. The 
only earlier building construction boom which at aM ap- 
proaches that of the nineteen-twenties in magnitude, relative 
to the then prevailing size of the economy, was that from 1843 
to 1853; the subsequent decline was, however, considerably 
less serious than that experienced in the thirties. 

The major depressions which have fallen in the periods 
when building construction was on the upgrade, or about to 
revive, are as follows: 1847, 1864, 1883, 1900, and 1920. It is 
a notable fact that each of these depressions was relatively 
short in duration and did not fall to any extreme depth. This 
also conforms with what one would expect. If the depression 
of the major business cycle occurs at a time when building con- 
struction is reviving, it is reasonable to suppose that the de- 
cline in general business activity will be cushioned by this 
fact, and that the moment forces making for revival appear, 
such forces will be powerfully reinforced and strengthened 
by the upsurge of building activity. The succeeding business 
boom is powerfully reinforced by a strong building boom. 

There remain two major business cycle depressions which 
have not been included in the above analysis — those of 1907 
and 1913. The 1907 major depression coincides with a down- 
turn in building activity, which, however, was quickly 
checked. The succeeding level of building activity reached an 
even higher point than that which had prevailed in 1906. The 
major depression beginning in 1913 also coincides with a very 
minor downturn of building construction. As would be ex- 
pected from these facts, both of these major depressions, while 
fairly sharp, were relatively short in duration. The recovery 
after 1907 could not, to be sure, be characterized as a pro- 
nounced boom but only as a period of moderate business 
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prosperity. The recovery after the 1913 depression was, of 
course, profoundly influenced by the impact of the first World 
War. The generally sustained high level of building activity 
during the interval of both these depression periods, however, 
doubtless helps to explain the fact that both depressions were 
relatively mild and short lived. It is, of course, true that after 
the war began building construction fell to a very low level, 
reaching bottom in 1918. But investment expansion in other 
directions, stimulated by the vast war exports, caused the pro- 
nounced war boom. 

It is reasonable to suppose that the most important single 
explanation for the speed of the recovery from the 1921 de- 
pression was the phenomenal upturn in building construction 
which began in 1921 and which rose to an unprecedented 
ciest in 1925 and remained at an extraordinarily high level 
until 1928, when a drastic curtailment of constructional ac- 
tivity set in. No explanation of the boom of the twenties or 
the severity and duration of the depression of the thirties is 
adetiuate which leaves out of account the quite extraordinary 
recoid in building activity. Probably at no time in our history 
had we reached as complete a temporary saturation in build- 
ing construction, including apartment houses, residences, of- 
fice buildings, and other commercial structures, as was the case 
in the late twenties. Under these circumstances it was to be 
expected that it would take a long time to work through this 
period of oversaturation. 

It is thus apparent that it is not possible to give an adequate 
analysis of the major business cycle (of eight to nine years’ 
duration) without taking account of the impact on that cycle 
of the longer cycle of building construction. This factor is one 
of the most profound of the various influences which cause 
one major business cycle to differ from another. And in this 
factor we are able to see against the background of earlier 
American experience a part of the explanation of the severity 
of the Great Depression starting in 1929. 

The role of the construction cycle in the boom of the twen- 
ties and the depressed conditions of the thirties is strikingly 
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revealed when one compares real investment in fixed capital 
in the high prosperity period i923““29 with the partial re- 
covery years 1936-39. We include in fixed capital: (1) pro- 
ducers’ equipment, (2) plant, (3) housing (including private 
nonprofit construction), and (4) public construction. The 
record is as follows: 


Table II 

Average Annual Real Investment ^ 


(in billions) 



1936-39 

/p2J-29 

Equipment 

$ 4-3 

$4.8 

Plant 

»-9 

3-9 

Housing (plus nonprofit) 

J -9 

5-1 

Public Construction 

3’3 

2.1 


Investment in producers’ equipment was ${.3 billions an- 
nually in 1936-39, very nearly equal to the annual investment 
of $4.8 in 1923-29. Considering the lower price level of 1936- 
39, the real investment w^as at least equal to tliat of 1923-29. 
The failure to achieve full recovery %vas not due (at least not 
to any appreciable extent) to inadequate expenditures on new 
equipment. 

The next two categories reveal clearly wlierc the deficiency 
lay. Investment in producers’ plant amounted to only 51.9 bil- 
lions annually in 1936-39, compared with .53.9 billions in 
1923-29. Plant investment w’as down I2.0 billions per year. 
Housing averaged $1.9 in 1936-39, compared with $5.1 in 
1923-29. The shortage here amounts to the vast figure of $3.2 
billions per annum. Together, private construction of plant 
and housing ran annually $5.2 below the 1923-29 level. It is 
in this area that one must find the explanation for the incom- 
plete recovery of the thirties. 

The building cycle which we have been considering is, of 
course, nothing more or less than just the cycle in the con- 

4 Data from George Terborgh, Federal Resen/e Bulletin, September, 1959, 
and subsequent estimates. 
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struction of plant and housing. According to our century-old 
experience with the building cycle, we should expect a slump 
in housing and in plant construction in the first recovery 
period following the intense constructional boom of the twen- 
ties. From this standpoint we could have expected, quite apart 
from the war and the defense program, that the major recov- 
ery of the forties would have made a more favorable record 
than that made in the thirties. 

The construction areas in which the highest saturation was 
reached in the twenties were also the areas most depressed in 
the thirties. Office buildings and housing are leading exam- 
ples. With respect to railroad plant, it is to be noted that ex- 
penditures in this area rose progressively (with a very slight 
recession in 1925 and 1927-28) to the peak of the boom, and 
even continued (despite the growing encroachment of trucks) 
into the depression, reaching the highest point in 1930. Simi- 
larly, investment in electric power plant, after a moderate 
decline from the 192.} peak, rose again in 1929 and even in 
1930. Despite a sharp decline in electric power output in 1930, 
plant capacity was greatly increased. Installed capacity of plant 
and equipment remained far in excess of current output re- 
quirements for several years. Not until the relatively high elec- 
tric power production of 1936 and 1937 was capacity suffi- 
ciently utilized to justify further large capital outlays. Thus, 
the thirties offer a cons|iicuous illustration of the prolonged 
saturation following a high constructional boom — the basic 
factor in the long building cycle. 

The So-called '*Long Waves*' 

But there are still other factors of a long-run character 
which influence the major business cycle and which help to 
explain the depressed thirties. Many writers, including Kon- 
dratieff, Spiethofl, Mitchell, Thorp, Schumpeter, Woytinsky, 
Ciriacy Wantrup, and others, have noted the important fact 
that the past experience of the Western w^orld indicates pro- 
longed periods of relatively good times, extending far beyond 
the boundaries of the major business cycle and even of the 
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building cycle; and similarly prolonged periods of more or 
less chronic depression, within which, however, the swings of 
the business cycle occur. In the long periods of good times it 
has been noted that the upswing of the business cycle is vigor- 
ous and reaches high levels of activity, while the downswing 
phase is of relatively brief duration and comparatively easily 
overcome. The long periods of good times are apparently 
periods in which there is present a strong undercurrent of 
buoyancy, a powerful upsurge in investment activity, inter- 
rupted, to be sure, at fairly regular intervals by more or less 
severe depressions. In the long periods of chronic hard times, 
on the contrary, it has been found that depressions are regu- 
larly deep and prolonged and that recoveries are weak and 
anemic and fail to reacli a level of reasonably full activity. 

Among the characteristics which, from the statistical stand- 
point, most clearly distinguish these prolonged periods of 
good times and bad times are (a) secular movements of prices 
and (b) secular movements of interest rates. Always in the long 
periods of good times the trends of prices and interest rates 
are upward, while in the long periods of hard times the secu- 
lar movements of prices and interest rates are downward. 
Some writers have sought to find in these phenomena the 
causal explanation. It is, however, more probable that the 
movements of prices and interest rates are indicators register- 
ing the impact of the deeper factors which cause the periods of 
good times or bad times, as the case may be. They are statistical 
thermometers, so to speak, registering the fact of prolonged 
buoyancy or chronic depression. 

Attention should be called to the fact that it is scarcely ap- 
propriate, as has frequently been done, to sj^eak of these pro- 
longed periods as "upswing” and "downswing” periods. The 
long periods of hard limes, at any rate, do not reveal an abso- 
lute decline in production, though they do reveal falling prices 
and interest rates. The trend of per capita output and real in- 
come continues to rise, though probably at a somewhat re- 
tarded rate 

The periods of prolonged hard times are regularly associ- 
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ated with an exceptionally large amount of unemployment. 
Indeed, much convincing data with respect to these periods 
are to be found in social and labor history.' The periods of 
hard times are regularly periods of profound social unrest, of 
revolutionary movements designed to cure by more or less 
drastic procedures the social structure which caused or per- 
mitted such vast unemployment. A part of the political turbu- 
lence of these periods is, to be sure, to be explained in terms 
of the increasing weight of debt in view of falling prices. To 
this extent, the movement of the price level must be regarded 
as, at any rate, an intermediate causal factor intensifying the 
social and political disturbances commonly encountered in 
these pcriocls. It is, however, necessary to look deeper into the 
underlying factors and to ascertain the fundamental causes 
of the general price decline. 

Within these long periods of good times, on the one side, 
and bad times, on the other, there cxrcur, modified however 
as indicated above, the more or less regular swings of the major 
business cycle, the temporary recessions of the minor cycles, 
and also the more or less regular swings of the eighteen-year 
building cycle. But since the long periods of buoyant pros- 
perity or chronic depression extend beyond any of these phe- 
nomena, there is reason to suppose that there are other factors 
which have not been fully taken account of in the discussion 
either of the major and minor business cycles or of the build- 
ing cycles. 

Some writers have referred to these prolonged periods of 
good and bad times as ‘‘long waves.” Whether or not it is ap- 
propriate to do so cannot yet be established in view of the 
fact that the record reveals tlius far only three such “waves,” 
the last of which is yet incomplete and, indeed, in some re- 
spects somewhat obscure. It is a fact, however, that as high a 
degree of periodicity has prevailed for these three waves as 
any which we find for tlie major business cycle. Moreover, it 

B See John R. Commons, et al., Documentary History of American Industrial 
Society, A. H. Clark Co., 1910-11; and also John R. Commons, History of Labor 
in the United States, Macmillan, 1918. 
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is a tenable hypothesis that the process of economic develop- 
ment tends to run not only in terms of the regular business 
cycle movement, but also in terms of these long waves. Indeed, 
as also with the business cycle, each phase of these long waves 
tends, in some measure, though we think less clearly than with 
respect to the business cycle, automatically to develop into the 
next succeeding phase. 

The dates usually assigned to these periods ® of preponder- 
antly good times and bad times — or “long waves,” if this term 
is preferred — arc approximately as follows: 

Good Times Bad Times 

1787-1815 1815-1843 

1843-1873 1873-1897 

1897-1920 1920- ? 

It is interesting to note that in each of the long periods of 
good times there developed four major recoveries and three 
major depressions, while in each downswing there occurred 
two major recoveries and three major depressions. The turn- 
ing point both at the top and at the bottom of the “long waves” 
coincides with the turning point of a major business boom or 
depression. This may be represented schematically as follows: 
If one measures the average duration of the three complete 
business cycles which occurred in each of the long periods of 
good times, one gets the following results: G.fiy years for the 
major business cycle in the first long period of good times, 8.67 
for the second period, and 6.67 for the third. On the other 
hand, if one measures the two complete major cycles in each of 
the periods of prolonged hard times, one gets the following 

6 See J. A. Schumpeter, Business Cycles, McGraw-Hill, 1939; A. Spiethoff, 
“Krisen,*' Handworterbuch der Staatsu'issrnsdiaftcn, ^th ed., 1925; N. D. Kon- 
dratietf, “Die l.angcn Wellen der Konjunktiir,“ Archtv fur Sozialwissemchaft 
und Sozialpohtik, December, 1926 (translated in abridged form in Jleview of 
Economic Statistics, November, 1935); W. C:. MiicheH, Business Cycles, The 
Problem and Its Setting, National Bureau of Economic Research, 1927, pf). 44^" 
42; S. von Ciriacy VVantrup, Agrarkrtsen und Stock ungsspannen, Paul Farcy, 
1936; and Alvin H. Hansen, Economic Stabilization in an Unbalanced World, 
Harcourt, Brace and Co., 1932, Chapter Vl. 
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results: eleven years for the major business cycle in the first 
period, ten years for the second period, and 8.5 years for the 
third period. Thus, it is evident that on the average the major 
cycle in the long periods of good times had a duration of 7.3 
years, wliile on the average the length of the major cycle in 
the long hard times was 9.8 years. 

Just as the major business cycle has not always been com- 
pletely synchronous in the various industrial countries, so 
also it is not always possible to fit all countries neatly into the 
intervals designated as long periods of buoyant expansion or 
prolonged bad times. For the most part, however, the experi- 
ence of different countries conforms with the periods outlined 
above. With respect to the current phase, the thesis is perhaps 
defensible that for the western European countries the eco- 
nomic develojmient from 1920 on justifies characterizing it as 
the beginning of a prolonged period of hard times. With re- 
spect to the United States, however, in view of the high pros- 
perity of the twenties, it is difficult to justify placing the 
United States in such a category. There is, however, the un- 
doubted fact, of which cognizance must be taken, that the 
decade of the twenties was preponderantly a period of hard 
times for agriculture. From the standpoint of employment in 
urban industry as a whole, the twenties must clearly be char- 
acterized as a decade of preponderantly buoyant prosperity. It 
is possible that the most reasonable classification is to make 
1920 the turning point for the European countries and 1929 
tlie turning point for the United States. 

On balance, we believe it is a defensible thesis, though cer- 
tainly not proven, that the basic underlying economic condi- 
tions from 1920 were relatively unfavorable, but that special 
factors growing out of the first World War, along with certain 
technological developments especially favorable to the United 
States, differentiate the experience of our country from that of 
western Europe. Moreover, with respect to certain European 
countries the underlying unfavorable economic factors were, 
even in the period of the twenties, in some measure offset by 
deliberate governmental intervention stimulating economic 
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activity. Eventually, out of the depth of the Great Depression 
and the heightened international tension incident thereto, 
sprang the enormous military expenditures preparatory to the 
1939 European War. 

Whether or not the future economic development will jus- 
tify any continuing classification of periods into eras of good 
times and bad times only the future can reveal. For one thing, 
the strong impact of governmental intervention in recent dec- 
ades may vitiate any such classification. On the other hand, it 
is too early to say precisely what will be the impact of govern- 
mental intervention upon even such long-run tendencies as we 
are here discussing. After the first World War there were those 
who argued that the intervention of new central bank tech- 
niques and other governmental policies made it quite im[)os- 
sible to speak any longer of the movements of the business 
cycle. This contention, thus far at any rate, appears not well 
founded, and it may be that we need similarly to postpone any 
hasty decision with respect to the impact of governmental 
policy upon longer-run fundamental economic forces related 
to eras of buoyant prosperity and chronic dc[)ression which 
transcend the shorter movement of the business cycle. 

Three major explanations have been offered for these long 
periods of good and bad times. One runs in terms of technolog- 
ical developments, innovations, exploitation of new resources, 
and the opening of new territory. This explanation has been 
advanced notably by Spiethoff, Wickscll, and Schumpeter. A 
second explanation runs in terms of war. This explanation 
has been advanced prominently by Ciriacy Wantrup and has 
also been noted by Kondratieff and Wickscll. A third, running 
in terms of gold and price movements, has been advanced 
by Cassel,^ Warren and Pearson,® Woytinsky,® and others. 

"^Report of the Gold Delegation of the Financial Committee^ Geneva, 193s; 
G. Cassel, On Quantitative Thinking in Economics, Oxford, 1935; Casscl, The 
Theory of Social Economy, Harcourt, Brace and Co., 1923. 

* C. F. Warren and F. A. Pearson, Gold and Prices, John Wiley and Sons, 
^ 935 * 

® W. Woytinsky, Internationale Hebung der Preise als Ausweg aus der Krise, 
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According to the first theory, the periods of prolonged good 
times are periods in which there is a favorable underlying 
basis for the gTowth of real investment in the development of 
technology, innovations, and the discovery of new resources. 
In such periods, it is said, the pace of technological progress is 
accelerated far beyond what may be expected from the usual 
run of rnultiiudinous inventions, each of relatively small 
significance. In the long periods of good times quite revolu- 
tionary new techniques are introduced which profoundly 
change the character of the whole economy. In the periods 
of the prolonged hard times these exceptional technological 
developments are damped down or run out. The great invest- 
ment opportunities exploited in the preceding period of good 
times are now largely exhausted. General technological im- 
provements of a less profound character are, to be sure, going 
on, gradually raising the productivity of labor and increasing 
the real income. Indeed, the great technological advance and 
the vast real investments completed by the end of the long 
period of good times become the foundation upon which an 
advancing real income is projected into the succeeding period 
of preponderantly hard times. The rise in income experienced 
in this period is a function of the higher productivity of the 
factors of production achieved by the technical advance of the 
preceding period, but the preponderance of hard times re- 
veals itself in a marked degree of unemployment and in the 
failure of the upswings of the major business cycles to reach 
a condition of full economic activity. 

Professor Schumpeter, with his emphasis on the role of in- 
novations, explains the prolonged good times of the first long 
wave by the emergence of the Industrial Revolution and the 
first long period of hard times by the readjustments and adap- 
tations necessary once this new structure had become more or 
less firmly incorporated into the economic system. The second 
period of buoyant good times he explains by the admittedly 
new revolutionary technique which perhaps more than any- 
thing else has profoundly altered the character of modern in- 
dustrial civilization, namely, the railroad. There can be no 
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question that the development of the railroad opened up vast 
real investment outlets throughout the Western world, and 
that this gave a continuous upward push to the economy, mak- 
ing every burst of investment associated with the major busi- 
ness cycle a pronounced and strong one and tending to weaken 
the forces making for depression. In the last quarter of the 
nineteenth century, however, came a sharp decline in the rate 
of growth of the railroad industry. The third period of pro- 
longed good times Professor Schumpeter explains by the emer- 
gence of the electrical, chemical, and automotive industries. 
Wicksell, in his famous Chapter XI in Interest and Prices ^ 
published in 1898, emphasized fundamentally the same tech- 
nological factors whicli are heavily relied upon in Professor 
Schumpeter’s exjdanation. Spiethoff similarly stresses tech- 
nological deveIoj)ments in his analysis. 

The view that these periods of prolonged good times 
(“Aufschwungsspaiiue”) and bad times (“Stockungss[)anne”) 
have been caused by wars has been most effectively presented 
by Ciriacy Wantrup. According to this analysis, the long 
periods of good times arc basically caused by the vast govern- 
mental expenditures relating lo preparation for war and the 
war itself, while on the other side the peiiods of chronic hard 
times are caused by the difficult readjustments incident to the 
sharp curtailment of war expenditures. The best case for this 
thesis can probably be made out for the first so-called long 
wave. The long period of the Napoleonic Wars, the vast gov- 
ernmental expenditures which they entailed, and the stimulus 
which these expenditures gave to the changes in the economic 
system ushered in by the Industrial Revolution all indicate 
that the impact of these wars played a very considerable role. 
Similarly, the sharp curtailment of expenditure^, together 
with the difficult readjustments to a peacetime basis after the 
whole of western Eurofie had for a quarter of a century ad- 
justed itself to war conditions, goes far to explain the diffi- 
culties of the long period of chronic hard times from 1815 to 
the middle forties. A much poorer case can be made for this 
thesis with respect to the second so-called long wave. It is true 
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that in the ''Aufschwungsspanne*' ^ 343-73) there occurred a 
number of important wars at various intervals, including the 
Crimean War, the American Civil War, the Dariish-Prussian 
and the Austro-Prussian Wars of the sixties, and the Franco- 
Prussian War of 1871. 

For the ‘‘Aufschwungsspanne” of the third cycle also the 
case for the war thesis seems relatively weak and would have 
to rely upon the expansion of armament expenditures, since 
the first World War did not come until the very end of the 
long period of good times. At all events, there is much force in 
the contention that the difliculties confronted by countries in 
western Europe since 1920 were in large measure related to 
the aftermath of the war. 

On balance, it may perhaps be said that, in the “upswing” 
phase of the first so-called long wave, wars occupied a position 
of major importance, perhaps ecjual to that of the innovations 
introduced by the Industrial Revolution. Each reinforced the 
other, and it is difficult to disentangle the relative potency of 
each factor. For the second “Aufschwungsspanne” it appears 
reasonable to conclude that the major factor was the railroadi- 
zation of the world and that wars played a relatively minor 
part, with respect to both the good times and the ensuing 
period of chronic hard times which followed. For the third 
period the most reasonable conclusion appears to be that the 
electrification and motorization of the Western world played 
by far the dominant role, reinforced toward the end of the 
period by the first World War, and that for the succeeding 
period of economic difficulties postwar readjustments played 
an important role, though it may well be that the adaptation 
of the economic structure to the innovational developments 
of the preceding period was of ecjual significance. 

Those who have stressed pi ice faclois in the so-called long 
waves have tended to lay great emphasis upon the effective 
supply of monetary gold, a function, on the one side, of the 
annual net additions to the gold stock from gold production 
and, on the other side, of the iiu reasiiig volume of trade. 
Those, like Cassel, who have stressed this analysis have usually 
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limited their discussion o the period from 1850 to 1913. Cas- 
sel calculated the effective gold supply by correcting the mone- 
tary gold stock by an index of an estimated rising trend of the 
physical volume of trade assumed to increase at a compound 
rate of 3 per cent per annum. He found that the effective gold 
supply rose from 1850 to the early seventies, fell from the early 
seventies to the middle nineties, and rose again to 1913* This 
movement correlates closely with the general movement of 
commodity prices and also with the dates usually assigned for 
the second so-called long wave and the first half of the third. 
According to this type of analysis, the price movements are 
caused by the gold movements. 

Gold production is clearly more or less a result of accidental 
discoveries and the development of new mining and refining 
techniejues. While these may themselves, to a certain extent, 
be related to changes in the profitableness of producing gold, 
they are certainly, ir^ large part, independent developments. 
In addition, it is quite clear that the fluctuation of gold pro- 
duction is, in part, related to the changes in the price level 
which alter the costs of gold production and, therefore, the 
profitableness of producing gold.^^ From this standpoint, gold 
production may be looked upon as a result of price move- 
ments, and not a cause. Thus, the farther prices fall the more 
profitable it becomes to produce gold, and a progressively in- 
creasing stimulus to output develops, so tiiat after prices have 
fallen a certain distance gold production increases more and 
more. There is a lag in the cycle of gold production relative 
to the cycle of prices of about fifteen years. For example, in 
the period from 1873 to 1920 — one complete long cycle of 
commodity prices from peak to peak — there is a correspond- 
ing cycle of gold production, lagged fifteen years, extending 
through the period from 1888 to 1935.^^ Thus, in the period of 
high prices gold production was discouraged, and this in- 
fluence continued on for a considerable interval of time. As 

10 Similarly the increased market or legal price of gold in terms of most cur- 
rencies in recent years has stimulated gold production. 

11 Warren and Pearson, op. cit. 
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prices, however, fell from 1873 on, the impact of this decline 
finally revealed itself in an upturn of gold production about 
fifteen years later. Similarly, as prices reached bottom in the 
nineties, the continued stimulus to gold production carried 
on over a considerable period after prices began to rise. Thus, 
with a lag of about fifteen years gold production followed the 
price movement and from this standpoint may be regarded as 
a result and not a cause of the price movement. 

While it is not possible at this point to go into any extended 
discussion of the theory of money and prices, it may be said 
that the trend of monetary thinking is in the direction of lay- 
ing less stress tlian formerly upon the purely monetary factors 
and still less stress upon gold. It is clear that the more credit 
instruments are developed the farther modern money is re- 
moved from gold. The development of deposit currency, and 
also the development of central banking, permits a high de- 
gree of variation between the volume pf the means of pay- 
ment and the gold supply. There is no longer any close con- 
nection between them. But more than that, the trend of 
modern monetary thinking runs in the direction of emphasiz- 
ing the factors which influence fluctuations in total money in- 
come rather than factors influencing the constituent elements 
in the total volume of money payments, namely, the amount 
of money, including demand deposits (M), and the velocity 
of turnover (V). If forces are present tending to cause a rise 
in the money income, the possibilities under modern con- 
ditions of increasing the quantity of money regardless of the 
gold base, or of utilizing any given quantity of money more 
efficiently through changes in turnover or velocity, are so 
great that it may within broad limits safely be said that there 
are no serious limits, from the side of the money supply, to 
movements of money income. We must look for other factors, 
notably those affecting the prospective rate of profit, rather 
than limitation or superabundance of the money supply, to 
explain secular movements in income and prices. 

Thus, if technological developments and innovations tend 
to favor a rapid expansion in real investment, money incomes 
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may be expected to rise, and the money supply and its utiliza- 
tion (MV) may be expected to adjust itself to these conditions. 
If, on the other hand, the underlying technological develop- 
ments are unfavorable to a rapid expansion of real investment, 
money income will fail to keep pace with output and the 
secular trend of prices will be downward. Here again the 
money supply (M) and its utilization (V) adjust themselves to 
the demands of the underlying real factors. Still more obvious 
is the fact that, in periods of vast war expenditures, govern- 
ments, through radical readjustments in the monetary sys- 
tem, such as the abandonment of the gold standard, adapt tlie 
money situation to their own demands. Inflation in wartime 
has never encountered any limits in terms of the monetary sit- 
uation. Such limits as have been imposed run mainly in terms 
of direct ptice controls and of governmental policies with re- 
spect to expenditures and the methods employed for obtain- 
ing rev^enues, whetlier by taxation or by borrowing. Thus, on 
balance, we conclude that gold and monetary factors play a 
subsidiary role and that the main causes of the long periods of 
good times and of chronic depression must be souglit in tech- 
nological and innovational factors, and at times in greater or 
less degree in the fiscal policies of governments hitherto re- 
lated mainly to the conduct of war. 

According to the technologual and innovational thesis, the 
electrification and motorization of the American economy 
dominated the period from the late nineties to 1929. From 
this standpoint this epoch may be compared with the period 
of rapid expansion in railroadization from the middle forties 
to the decade of the seventies. Both of tficse innovations caused 
a profound structural change in economic life and institu- 
tions. Both relate mainly to speed of communication and 
transportation. Both opened up enormous opportunities for 
real investment, not only directly in the railroads, in auto- 
mobile fac tories, and in roads, but also in a vast netwwk of 
underlying and supplementary industries, including for the 
last period, glass, rubber, steel, cement, electrical appliances, 
petroleum, and the like. Tliese epochs are clear illustrations 
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of the profound impact of the rise of quite new techniques 
giving birth to a range of new industries and expanding and 
developing old ones into new lines. Both epochs represent a 
period of rapid growth and expansion. But all new develop- 
ments finally reach the stage of maturity. Thus, new railroad 
mileage experienced a rapidly rising trend from the middle 
forties to the decade of the seventies, and thereafter flattened 
out with, however, a major spurt in the middle eighties, and 
eventually in the nineties sharply declined. Similarly, the pro- 
duction of automobiles and the construction of roads ex- 
perienced a rapid growth into the decade of the twenties. 
But this rate of growth could obviously not be continued 
indefinitely. Automobile production gradually reached an 
asymptotic level after 1923, and the curve of the construction 
of roads similarly flattened out toward the end of the twenties 
and thereafter declined. 

In the long sweep of technological and innovational de- 
velopments the decade of the thirties is, therefore, in many 
respects not unlike the fourth quarter of the nineteenth cen- 
tury, with its deep depressions of the seventies and the nine- 

12 It was in this period, when the railioadization of ihc country was increas- 
ingly reaching a saiuiaiion point, that Colonel Canoll D. Wright, Commis- 
sionci of l.abor, made his famous declaration with respect to the c\liaustion 
of real investment opportunities. Up to that liiiie the central barometer of 
prosperity and economic activity, of whrch everyone was more or less con- 
sciously aw'are, was activity in the railroad industry. The declining role of the 
railroad was, indeed, the most significant single fact for this period and offers 
the most convincing explanation for the chronic hard limes, particularly of 
the decade of the nineties. Colonel Wright’s analysis has attracted, particularly 
in recent years, widespread attention and leccivcd much comment. Some, in 
view of the tremendous expansion ushered in by the electrification and motor- 
ization innovation beginning at the end of lire century, have been disposed 
to criticize his analysis as shortsighted. But others regard his observation as 
the most penetrating and valid analysis of the economic difficulties of his time 
w'hicli anyone of his gencTution made. Tire investment saturation to which he 
called attention is evidenced by the continued dillit nines which confronted not 
only the United States, hut also the coiintTie.s of western Kiiro])e for more than 
a decade following his lucid exposition of the dee}), umlei lying, real factors 
in the situation. While others were stressing supeifKial as})ccts, Colonel Wright 
placed his finger upon the really signifiamt cause of the world-wide stagnation. 

See U. S. Commissioner of Labor, First Annual Report, Government Printing 
Office, 1886, dealing with Industrial Depressions. 
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ties. Thus, against the background of earlier experience the 
decade of the thirties is more understandable. 

The early expansion of the railroad served to promote 
vigorous booms and to cut short temporary lapses into de- 
pression. But progressively the railroad reached maturity and 
eventually ceased to grow. The mere slowing down in the 
rate of growth caused an absolute decline in the volume of 
new investment required in the plant and equipment of sub- 
sidiary industries, such as iron and steel, which manufactured 
the materials that went into railroad construction. Those who 
point to the high level of new railroad construction which 
continued on into the eigiities miss the point. It is not enough 
tliat new railroad construction should continue at the high 
level reached. New construction must continue to rise at a con- 
stant rate if nciv investment in the underlying, subsidiary in- 
dustries is to be maintained at the pace set. 'I'hus, the mere 
slowing down in the rate of increase in new railroad construc- 
tion was already beginning to ha\e a damping effect on the 
economy long before there was an actual decline in the volume 
of new construction. Tliis is the important lesson whidi we 
learn from the acceleration print i])le. The sharp decline in 
railroad construction in the decade of the nineties was a signifi- 
cant factor in that depressed decade. 

But now a new era of buoyancy superseded the railroad era 
— the era of electricity and motorcars. The three decades 
1900-29 witnessed the rise of four new giant industries.^* 
Street cars led the way in the nineties and reached its invest- 
ment peak ($2.5) in the decade 1900-09. Capital outlays on 
telephones increased rapidly after 1900 and doubled in each 
of the two succeeding decades, rising to $2.5 billions in the 
twenties. Electric power investment first assumed large propor- 
tions in the decade 1900-09 ($1.7 billions), increased 50 per 
cent in the following decade, and leaped forward with a capi- 

I am indebted to John Wilson, formcily instructor in economics at Har- 
vard University and now economist in the Department of Commerce, for the 
use of data in his unpublished manuscript. 
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tal expenditure of $8.1 billions in the twenties. Automobile 
production, from only 4,000 units in 1900, rose to 187,000 
units in 1910, 1,000,000 in 1915, 2,200,000 in 1920, 4,400,000 
in 1925, and 5,600,000 in 1929. Garages, repair shops, and serv- 
ice stations multiplied throughout the country. Thus, the 
automobile industry not only fostered gigantic production 
plants, largely concentrated in a single industrial area, but also 
opened opportunities for thousands of small business units 
located in all sections of the country roughly in proportion to 
the consuming population. Major subsidiary industries were 
created or expanded on the tide of the vast purchasing power 
of the automobile industry, including such giants as Petro- 
leum, Rubber, Glass Plate, and Steel. Finally, outlays on 
public roads, largely induced by the rise of the automobile, 
reached the figure of $9.9 billions in the decade 1920-29.'* 

Thus, an era of buoyant prosperity was generated by the 
growth of four great industries; street railways, telephone, 
electric power, and automobile industries (including Petro- 
leum, Rubber, and Glass Plate, largely accessory to the Auto- 
mobile). Also important, but nevertheless dwarfed by the four 
giants, were the movie, chemical, and electrical equipment in- 
dustries. 

Just as the railroad expansion came to an end, so also the 
buoyant era of 1900-29. Street railway development was 
largely completed in the first decade, telephone and auto- 
mobile expansion in the third decade. Electric power alone 
remains with large prospects for further growth. The great era 
of expansion was over by 1 930. Thus, the decade of the thirties 
resembles the conditions in the nineties. Technological de- 
velopments making for expansion had temporarily spent their 
force. This does not mean, however, that eras of buoyant ex- 
pansion are permanently a thing of the past. The progress of 
technology, we can be reasonably certain, will sooner or later 
open outlets for enlarged streams of investment in great new 
industries. 

i^From Temporary National Economic Committee Hearings, Part i, p. *3*. 
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Structural Changes in American Economy 

Thus far we have seen that the decade of the thirties is 
largely understandable in terms of past experience. But our 
analysis would remain incomplete if we neglected to con- 
sider one important structural change in our economy for 
which we have no precedent in the past. Always, in the past 
century, expansion has rested not merely on intensive invest- 
ment arising from technological progress, but also on exten- 
sive growth — the occupation of new territory and the growth 
of population. The nineteenth century was a unique era of 
extensive growth. 

Approximately in the period of 1915-30, the rate of ex- 
tensive growth rapidly slowed down. The decennial incre- 
ment of population growth in northern and western Europe, 
including the three great powers, the United Kingdom, Ger- 
many, France, and the smaller northern and western countries 
— Scandinavia, Finland, Belgium, Holland, Switzerland, and 
the Irish Free State — continued to rise, or at any rale did not 
decline materially until the first World War. The following 
table (calculated from Kitczyirski’s The Balance of Births and 
Deaths, p. 9) gives the approximate increases for the eleven 
countries of northern and western Europe referred to above. 
The period 1913 to 192G is omitted, since the war abnormally 
reduced the rate of population giowth. The decade 1926-36 
may be regarded as representative of postwar normal rate of 
growth. 

Table III 


Decade 

Increase 

1883-93 

10,290,000 


14 , 9 r^o,ooo 

» 9 o. 3 -J 3 

14,510,000 

1926-36 

9,468,000 


In the United States the decline came later, as shown in the 
table which follows; 
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Table IV 


Decade Increase 

190Q-10 16,138,000 

1910-20 14,923,000 

1920-30 15,901,000 

193^40 9,218,000 

In northern and western Europe the turning point came with 
the first World War. In the United States it came in 1924. 

The expansion of Europe into new territory (in terms of 
both migration and foreign investments) came to an abrupt 
halt in the first World War and, while resumed in the twen- 
ties, did not again attain its former level. In the United States 
the expansion into the great West was followed by several 
decades of urbanization; and then we turned (via capital ex- 
port) on a large scale to less developed countries. This move- 
ment ended in the Great Depression. Doubtless, under more 
favorable political conditions, there is still room for con- 
siderable foreign investment in the less industrialized parts 
of the world, and it may be expected again sooner or later to 
be resumed on a fairly large scale. But no one is likely to chal- 
lenge the statement that the era of development and settle- 
ment of new territory is largely over. The role of territorial ex- 
pansion is likely to be much less in the next half century than 
was the case in the nineteenth century relative to national 
income.^® 

The rapid decline in population growth and the exhaustion 
of the world frontier may well have a causal interconnection. 
Certainly it is true that, so long as there were great new ter- 
ritories to be opened and developed, rapid population growth 
was a healthy economic development. With an increasing ex- 
haustion of opportunities for settlement and exploitation of 
new territory, the continuation of the nineteenth-century rate 

i^Sce Isaiah Bowman, Limits of Land Settlement, Council on Foreign Re- 
lations, 1937. 
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of population growth would rapidly have given rise to in- 
soluble economic problems. 

It is true that the sudden and drastic decline in the rate of 
population growth so far has affected mainly western Europe, 
and highly developed industrial countries, such as the United 
States. It is also true that there are still areas which have a long 
way to go in the process of industrialization. But just as the 
rate of population growth in the highly industrialized coun- 
tries has rapidly declined and in some is approaching zero, so 
also the possibilities of large outlets for foreign investment by 
these countries appear meager, in terms of national income 
and wealth, in comparison with those of the nineteenth cen- 
tury. While it is not possible statistically to measure the rate 
of decline in investment opportunities with the precision that 
is possible with respect to population growth, in general the 
two movements appear to exhibit a somewhat parallel de- 
velopment. 

In this connection, it is well to emphasize that the economic 
frontier of any country must always be conceived of not in 
terms of its own* boundaries, but in terms of the possibility of 
capital investment throughout the entire world. Thus, Great 
Britain, despite the fact that her own territory was, of course, 
from the beginning of the modern capitalist period fully oc- 
cupied, enjoyed equally with the United States a great eco- 
nomic frontier throughout the nineteenth century. From this 
standpoint, it is clearly a mistake to speak of the passing of 
the American frontier as the end of extensive expansion, for 
after this phase was over, investment abroad played an im- 
portant role in the general world expansion, and this in turn 
reacted upon the speed of our own internal development. 
Moreover, of course, as far as general economic expansion is 
concerned, it must always be remembered that throughout the 
era of modern industrialization there are three strands to the 
process — technological innovations, the development of new 
territory, and the growth of population. Each has reinforced 
the other, but at times, when one or the other has slackened, 
another factor has taken an exceptional spurt. This was nota- 
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bly true in the United States in the period of electrification 
and motorization of her economy. 

Population growth and territorial expansion opened vast 
outlets for extensive investment of capital. But, it is argued, 
may not equally favorable opportunities for intensive invest- 
ment take their place? The answer appears to be that in the 
past we have enjoyed opportunities for both extensive and in- 
tensive investment. Now extensive expansion is largely over, 
and there remains only the possibility of intensive develop- 
ments. But intensive investment is not something new. In- 
tensive and extensive developments have proceeded together, 
each reinforcing the other. New technological developments 
underlie the nineteenth century of expansion. But popula- 
tion growth and the penetration into new territory, in turn, 
played an important role in the widening of the market and 
the development of mass production techniques. Extensive 
expansion minimized the risks of technological innovations 
and encouraged bold experimentation. Thus extensive expan- 
sion stimulated intensive expansion. On the other side, the 
pressure to find investment opportunities, in view of the slow- 
ing down of extensive growth, will be greater in the future. 
Industrial research is now far more systematic and more gen- 
erously financed than ever before. 

The era of buoyant prosperity (1844-73), based largely on 
the railroad, was intimately linked up with extensive growth 
and expansion. The next buoyant era (1900-29), based on 
electricity and the automobile, had less to do with mere ex- 
tensive growth and expansion into new territory, and in- 
volved a much more radical transformation in consumption 

1® It has been argued that cessation of population growth should be favor- 
able to employment, since the supply of new workers in the labor market 
would be reduced. But it is easy to show that population growth, if it occurs 
in a period of territorial expansion, raises the demand for labor more than it 
raises supply. I'hus, the volume of extensive investment associated with the 
net addition of one worker involves capital outlays on a house, amounting to, 
say, $4,000, and outlays on plant and equipment amounting to an additional 
$4,000. Eight thousand dollars of investment represents a far greater effect on 
the demand for labor than the effect on supply of one additional man-year of 
labor. 
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habits and ways of living. This sort of transformation, in- 
volving vast investment of cajjital, can take place without 
extensive growth, and under the progacss of technology we 
shall doubtless experience again far-reaching revolutionary 
innovations of this sort. There is, perhaps, inherent in the 
process of innovation a cumulative tendency which may be 
described in terms of a geometric progression. That this was 
true, even of the past century, is at least in part supported by 
the fact that the percentage rate of increase in per capita real 
income was approximately a constant. It is, of course, always 
possible that the rate of technological deselopmcnt may in 
the future exceed the geometric rate of the past, but here ob- 
viously one enters a field of speculation which can be settled 
only by the actual course of future histoiical events. It is, 
at any rate, a question whether intensive investment can at- 
tain the buoyancy and tempo of earlier periods when tech- 
nological developments were stimulated by population growth 
and territorial expansion. 

The decline in the rate of extensive expansion may partly 
account for the structural change which we are witnc.ssing in 
economic institutions. The economic order is undergoing pro- 
gressively changes in its internal organization which affect its 
functioning and operation — defense mechanisms, they may 
be, which seek more or less blindly and experimentally to ad- 
just the economy to an era of less rapid extensive growth. 
These changes are commonly described in terms of a shift 
from a free market economy to a planned economy. 

In the nineteenth century an automatic price mechanism 
functioned with relatively little intervention or control from 
organizational influences, whether governmental or private. 
Each individual unit in the process of production constituted, 
so to speak, only a small atom, unable to control but instead 
controlled by the general forces inherent in the pi ice mecha- 
nism. And while, particularly from 1870 on, institutional in- 
terferences with the automatic functioning of the price system 
were gradually developing, it is, broadly speaking, true that 
these played a relatively minor role until tlie first World War. 
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Just as wars have frequently acted as a profound stimulus 
upon technological development, so also the first World War 
enormously accelerated the development of institutional in- 
terferences with the price mechanism. An increasing degree 
of regimentation by both public and private organization de- 
veloped with startling rapidity. Instruments of control that 
had gradually been taking shape were perfected and utilized 
on a wide scale. This revealed itself in monetary and fiscal 
policy and also in corporate, labor, and other private control 
mechanisms. 

In a free market economy no single unit was sufficiently 
powerful to exert any appreciable control over the price 
mechanism. In a controlled economy the government, the cor- 
poration, and organized groups all exercise a direct influence 
over the market mechanivSm. Many contend that it is just this 
imperfect functioning of the price system which explains the 
failure to achieve reasonably full employment in the decade 
of the thirties. Some place the blame on corporate price 
policies, some on trade-union practices, and some on the rC' 
strictions imposed by government. 

lliere can be no doubt that these profound changes in in- 
stitutional arrangements are significant. It is not possible to 
go back to the atomistic order. Corporations, trade-unions, 
and government intervention we shall continue to have. 
Modern democracy docs not mean individualism. It means 
a system in which private, voluntary organization functions 
under general, and mostly indirect, governmental control. 
Dictatorship means direct and specific control. We do not 
have a choice between “plan and no plan.” We have a choice 
only between democratic planning and totalitarian regimenta- 
tion. 





Chapter II 

INVESTMENT AND CONSUMPTION, 

1 920-1 939 


I T may be well to remind the reader again that we have 
chosen to follow the common-sense classification adopted 
by Kuznets in his study of National Income and Capital 
Formation, rgig-r^^^, and have included in real consump* 
tion not only the flow of personal services, nondurable con- 
sumption goods (e. g., foodstuffs), and scrnidurable commodi- 
ties (e. g., clothing) reaching consumers’ markets, but also such 
durable consumers’ goods as automobiles and household 
equipment. By real investment we mean the flow of produc- 
tion of (a) fixed capital goods, including plant and equip- 
ment, residential housing, public construction, and (b) net 
increases in inventories of commodity stocks held by business 
firms, whether finished, semifinished, or raw. Real consump- 
tion means the annual flow of consumers’ goods and services; 
real net investment means the annual flow of additions to 
stocks of plant, equipment, and inventories. Together, the 
annual output of consumption and investment goods consti- 
tutes the real income. 

The money expenditures made on consumption and invest- 
ment goods in any given period are the sourc:e of the stream 
of money income received by the society as a whole for the 
stream of goods and services produced. The money income 
equals consumption plus investment expenditures. We shall 
designate the money income (or net income) by the letter Y, 
consumption expenditures by C, and investment expendi- 
tures by I. Thus Y == C -j- E When the terms “income,” “in- 
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vestment,” and “consumption” are used alone, it is under- 
stood that they refer to money income and to the money 
expenditures on consumption and on investment. 

For certain purposes it is convenient to use gross invest- 
ment (!') which includes expenditures on capital replacement 
(Ir) plus net additions to capital (I). When gross investment 
expenditures are added to consumption expenditures, we ob- 
tain gross income (Y'). Thus Y' = I' -f C. 

It is characteristic of the cyclical fluctuations in the money 
income that its two component parts — consumption and in- 
vestment — tend to rise and fall together. But this is a very 
general statement. We shall want to know more specifically 
about the timing and amplitude of these movements. 

With respect to timing, it appears that, while investment 
and consumption fluctuate together, the movements are not 
entirely synchronous. Kuznets’ data show that investment 
tends to lead, with consumption following. Thus, the recovery 
of 1921 begins with an increase in investment expenditures. 
Gross investment rose by $1.8 billions from 1921 to 1922, 
while consumption continued to fall (though at a diminished 
rate) by $0.7 billions. In the following year both moved 
strongly upward together. Again, in the recovery of the 
thirties, investment started up first, rising by $0.7 billions 
from 1932 to 1933, while consumption was still falling by 
$1.8 billions. In the downturn of 1929 both investment and 
consumption declined simultaneously. It should be noted, 
however, that investment fell sharply from 1929 to 1930, while 
consumption receded by a relatively small amount. This 
would indicate that also in the downswing consumption tends 
to follow. 

The lead of investment over consumption can be traced 
(though less clearly) not merely at the turning points of the 
major business cycle, but also in the minor fluctuations. Thus, 
there was a minor recession from 1923 to 1924, evidenced by a 
decline in investment; while consumption continued to rise, 
though at a reduced rate. In the following year investment 
leaped forward, with consumption rising but little, indicating 
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a lag in consumption. In the next year (from 1925 to 1926) 
investment continued at the high level reached, while con- 
sumption (under the stimulus of the preceding year’s upsurge 
of investment) moved strongly forward. Again, it appears that 
consumption followed investment. Thereafter, both re- 
mained high (with some decline of investment in 1928) 
through 1929. 

Thus, the statistical data during the last two decades tend 
to support the thesis that the active dynamic factor in the 
cycle is investment, with consumption assuming a passive, 
lagging role. 

The problem is further illuminated if investment and con- 
sumption are broken up into various constituent elements. 
With respect to investment, this involves a number of com- 
ponents, which we shall presently consider. We shall first con- 
sider the consumption components. 

Consumption is divided by Kuznets into four parts as fol- 
lows: (a) durable ^ consumers’ commodities (automobiles, 
household equipment), (b) semidurable ^ consumers’ com- 
modities (shoes, clothing, etc.), (c) perishable * consumers’ 
commodities (food, etc.), and (d) services. In general, it is pos- 
sible to discern a sequence in the expenditures on these four 
categories in the order mentioned. But the most pronounced 
lead is that of durable consumers’ commodities over the other 
three combined. Because of this definite lead it will be useful 
for our purposes to concentrate upon a twofold classification 
of consumption expenditures: (a) durable consumers’ com- 
modities, and (b) “all other’’ consumers’ goods (commodities 
and services). 

Expenditures on durable consumers’ goods increased over 
$Goo millions from 1921 to 1922, while the outlay on “all 
other’’ consumers’ goods decreased nearly $1,400 millions. In 

1 ‘‘Durable commodities” include those whose use ordinarily extends over 
three years. 

* “Semidurable commodities” include those ordinarily used less than three 
years, but more than six months. 

• Perishable commodities” include those whose use ordinarily extends over 
less than six months. 
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1923 expenditures for both rapidly increased. In 1924 ex- 
pendituies for “durables” remained at the level of 1923, while 
“all other” moved strongly upward. In 1925 “durables” moved 
up, while “all other” remained about stationary. In 1926 “dur- 
ables” held the new level, while “all other” again shot up. 
Thereafter, the fluctuations around the high level reached 
were relatively small through 1929. Thereafter “durables” be- 
gan a sharp decline, with “all other” responding more slug- 
gishly to the general downswing. In 1933 “durables” made a 
small step toward recovery, while “all other” continued to de- 
cline. Thereafter, both rose until 1937. The lead of “durables” 
over “all other” can be seen in Chart 1 (Kuznets’ data). 

In general (see Chart 2), the turning points in the fluctua- 
tions of durable consumers* goods expenditures synchronize 
fairly closely with outlays on producers’ equipment. Durable 
consumers’ commodities bear a resemblance to producers’ 
equipment in several important respects. They require an in- 
vestment of funds during the interval in which they are used. 
Moreover, since they have a durability which is not rigorously 
fixed, it is possible to postpone the purchase of a new unit, if 
necessary, beyond the normal period of use. On the other 
hand, the purchase of perishable commodities * cannot readily 
be postponed without great inconvenience and a serious de- 
cline in consumption standards. Further, durable consumers’ 
goods, like producers’ equipment, are subject to obsolescence 
in the event that new innovations are introduced. Finally, 
since they are durable, it is possible to buy them on credit by 
permitting the seller to retain title until the last installment is 
paid. 

In all these respects, durable consumers’ goods resemble 
producers’ equijmient, and, indeed, investment goods in gen- 
eral; and, from a strictly logical standpoint, they might well 
be included in the investment category.® This procedure, 

* This, however, does not apply to luxuries, the purchase of which is also 
postponable. 

6 This Ku/ncts has, indeed, done in his Variant II classification. See pp. 54- 
39 in National Income and Capital Formation, 1919-1935, National Bureau of 
Economic Research, 1937. 
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however, would require the cslculution of an imputed rent 
from these goods, to be included as a part of consumers' out- 
lay, just as is done with respect to housing. But such procedure 
is rather artificial and is contrary to actual practice. It is there- 
fore preferable, everything considered, to follow a common- 
sense classification and include the durable consumers’ goods 
in consumption, recognizing, nonetheless, that they do con- 
stitute a peculiar category resembling, in many respects, in- 
vestment goods. 


We turn now to an examination of the various categories 
of investment goods and the timing of expenditures on each 
of these in the different phases of the cycle. Wc shall discover 
that, while investment as a whole leads consumption in both 
recovery and recession, this is not true of each of the com- 


ponents; and, indeed, some components do not e.xhibit a con- 
sistent behavior from one cycle to another. 

Inventories play an important role, especially in the lower 
turning point. Thus, if we consider producers’ goods (plant, 
equipment, and inventories) as a whole, we find that this series 
regularly leads consumption. But if we divide producers’ in- 
vestment goods into two categories: (a) fixed capital (plant 
and equipment) and (b) inventories, we discover srjme diver- 
sity of movement from cycle to cycle. Thus, in the upswing of 
the twenties there was an increase in both fixed capital out- 
lays and inventory outlays from 1921 to 1922. In the thirties’ 
upswing, however, the outlays on plant and equipment from 
1932 to 1933 remained approximately stable. The large liqui- 
dation which had been going on in inventories since 1930 
reached the maximum in 1932 and declined sharply in 1933. 
Ihus, the I3.1 billions investment (gross) in plant and equip- 
ment in 1932 was offset by $2.4 billions disinvestment in 
inventories, while in 1933 the $3.0 billions fixed capital in- 
vestment was offset by only $1.1 billions disinvestment in in- 
ventones. Total producers’ investment, therefore, was only 
?o.7 billions in 1932, but increased to $1.9 billions in 1933. It 
e iminishtd disinvestment in inventories which ac- 
counted for the increase in total producers’ investment and 
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which gave the upward stimulus, as far as business expansion 
was concerned, to the revival of 1933. Thus, the mere cessation 
of inventory liquidation (or indeed slowing down of the rate) 
may initiate the revival, provided other investment expendi- 
tures streams have reached substantial stability. 

Inventories regularly play an important role in helping to 
initiate the upturn. But inventories, as we have already seen, 
do not continue to accumulate through the whole major cycle 
upswing. At intervals of from three to four years* disinvest- 
ment of inventories takes place, and the ensuing temporary 
damping of the upswing constitutes the so-called minor reces- 
sion. During this interval investment in plant and eejuipment 
frequently holds approximately the level reached but fails 
to advance further. After this temporary “pause,** inventory 
stocks again rise, and investment in plant and equipment 
moves on to still higher levels. These interrelations may be 
seen in detail in Chart 3. 

We have already noted that investment in producers* fixed 
capital contributed to the upswing in the 1921-22 turning 
point, but scarcely maintained itself in 1932-33. We must now 
consider the constituent parts of producers’ investment goods: 
(1) equipment and (2) plant. 

From 1921 to 1922 outlays on equipment decreased from 
$3,926 millions to $3,848 millions. From 1932 to 1933. how- 
ever, there was a slight increase from $2,019 millions to $2,051 
millions. Thus, equipment expenditures contributed to the 
revival in the 1932-33 turning point, but not in 1921-22. The 
changes arc small and Terborgh’s data are somewhat at vari- 
ance with those of Kuznets. On balance, investment in equip 
ment appears to play no significant role in the turning points. 

Outlays on producers’ plant in all forms of enterprise as a 
whole contributed $597 millions to revival in the 1921-22 
turning point, but declined $161 millions from 1932 to 1933. 
With respect to the various fields,® investment in manufactur- 
ing and mining plant moved sideways (declined very slightly) 
in both turning points. Railroad plant outlays declined in 

•See Terborgh’s data, federal Resewe Bulletin, September, 1939. 
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both, while for other public utilities combined investment in 
plant contributed $173 millions to revival in the 1921-22 
turning point, but declined by $166 millions from 1932 to 
1933. Commercial and miscellaneous plant outlays contrib- 
uted $45 millions to revival in 1921-22, but declined by $133 
millions from 1932 to 1933. Investment in agricultural plant 
aided revival (about $30 millions) in both turning points. 

Investment in housing (Chart 4) played by far the most con- 
spicuous role in the upturn from 1921 to 1922, the increase 
being $1.3 billions over the 1921 level. Outlays on housing 
rose year by year, until a peak was reached in 1925 at $5.2 bil- 
lions. Receding slowly from this high point, the volume of 
capital expenditures on housing continued annually above 
the $4.0 billion level through 1928. The drastic decline from 
1928 to 1929 of $1.2 billions undoubtedly exerted a heavy 
downward pressure upon the whole economy and contributed 
largely to the general collapse which started in 1929. 

But, while investment in housing led the recovery in 1921- 
22, it lagged far behind in 1932-33. This behavior accords 
with a long experience already discussed with respect to the 
cyclical behavior of residential building. In view of the fa- 
miliar eighteen-year construction cycle, every other major re- 
covery is usually led and reinforced by housing construction, 
while the intervening major recovery is compelled to move 
forward under the handicap of a slump in residential build- 
ing. A similar analysis applies to the construction of producers’ 
plant, the second main constituent (the third being public 
construction) in the building cycle. As will be seen in Chart 5, 
outlays on producers’ plant led (though far less vigorously 
than housing) in the 1921-22 turning point and strongly sup- 
ported the recovery clear up through 1929. Plant investment, 
however, lagged behind and continued depressed throughout 
the recovery of the thirties in a manner closely corresponding 
to the behavior of housing. 

Chart 6 discloses the role of construction as a whole (includ- 
ing producers’ plant, residential construction, and public con- 
struction) in the two major cycles 1921 to 1938 relative to that 
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played by investment in producers’ equipment. It will be seen 
that construction led in 1921-22 and lagged in 1932-33. 
Equipment outlays recovered in 1937 to a point higher than 
any of the years 1923 to 1928, and only slightly below that of 
1929. Substantially, it is correct to say that equipment made 
its full contribution to recovery in tlie thirties, while construc- 
tion failed. It is reasonable to suppose that the eighteen-year 
building cycle accounts in considerable measure for the differ- 
ential behavior of construction in the twenties compared with 
the thirties. In addition, the decline in the rate of population 
growth was an important contributing factor. The increment 
of growth in urban population was about two million per 
annum in the twenties, while it was well below one million in 
the last half of the thirties. 

We are now prepared to make a general survey of the rela- 
tive cyclical movements of the various components of invest- 
ment and consumption, which together determine the flow 
of income. First, it must be noted that construction may or 
may not lead the way to revival. It may promote recovery, as 
in the twenties, or act as a drag upon full recovery, as in the 
thirties. Secondly, outlays on equipment synchronize quite 
closely with the fluctuations in national income. Thirdly, in* 
ventory investment plays consistently an important role in the 
initiation of revival. Unlike investment in plant and equip- 
ment, however, inventory investment does not progressively 
sustain the recovery during an entire major upswing. On the 
contrary, the upswing is checked, at intervals of three to four 
years, by disinvestment in inventories, or a decline in the rate 
of accumulation. It is this ebb and flow of inventories which 
apparently dominates the so-called minor cycle. Fourthly, with 
respect to consumption components, durable consumers’ goods 
alone appear to play an active role in the cycle. Next to in- 
ventories — construction is here disregarded, since it docs not 
play a consistent role in all cycles — consumers’ durables. es])e- 
cially automobiles, are of major importance in initiating re- 
vival. Depreciation and obsolescence doubtless are important 
factors in the behavior of outlays on durable consumers’ goods. 
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Moreover, the progressive retirement of consumers’ install- 
ment debt releases a stream of purchasing power which now 
becomes available for expenditure on new automobiles, ra- 
dios, electrical appliances, and other household equipment. 

Thus, in the absence of the construction stimulus, which 
frequently, but not always, plays an important initiating role, 
inventories and consumers’ durables initiate the revival. The 
upward movement is heavily reinforced by outlays on equip- 
ment and (to a greater or less degree, according to the position 
of the building cycle) construction. These expenditures com- 
bined generate new income, and rising incomes in turn induce 
an increase in consumption expenditures. Such, in broad out- 
lines, is the sequence. 

Exj:)enditures on investment goods and on durable con- 
sumeis’ goods lead, and all other consumption expendi- 
tures follow. The former is active, the latter passive. Neverthe- 
less, the relationship is more complex than is indicated in this 
statement. There is continuous interaction between invest- 
ment and consumption. This interaction is known as the 
cumulative process. A rise in investment induces an increase 
in consumption, and this in turn tends to induce an incicase 
in investment. Thus, once an initiating im{)ulse has started 
the income stream in an upward or downward direction, the 
movement tends to continue for a time, until the cumulative 
process has spent itself. 

While much investment is spontaneous, a considerable part 
is induced by the increased draft on plant and equipment inci- 
dent to a rise in income. And while the increase in consump- 
tion (especially the nondurable part) from the bottom of a 
depression follows the lead of investment and is for the most 
part induced, common experience makes it clear that some 
increases in consumption are doubtless spontaneous, or, in 
other words, not caused by an increase in income. Thus, new 
types of products, even in perishable commodities, and new 
types of services may cause some increase in consumption, 
even though there has been no prior increase in income. But 
this is relatively unimportant. For the most part, spontaneous 
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expenditures — expenditures not caused by a prior rise in in- 
come — are likely to be made on investment goods or upon 
durable consumers’ goods, but not upon other forms of con- 
sumption. 

It does not follow, however, that all investment is spon- 
taneous. Much of it is, in fact, induced. It is, however, quite 
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impossible to determine statistically what part is spontaneous 
and what part is induced. 

Chart 7 compares the absolute increments of fluctuations 
from the igjji level of (i) investment and (2) consumption for 
the period 1921 to 1931. The lag of consumption behind in- 
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vestment we have already referred to above.^ The chart indi- 
cates that a continuous flow of investment progressively in- 
duces an advancing volume of consumption, until the upper 
turning point is reached. The more technical aspects of the 
interconnection between investment and consumption are 
treated in Chapter XII, dealing with the “leverage” of spon- 
taneous investment, induced consumption (multiplier prin- 
ciple), and induced investment (principle of acceleration). 

Percentage-wise, investment fluctuates very much more than 
consumption. But since investment is a very much smaller 
part of the total income, the rise and fall in absolute terms is 
less. From the bottom of the depression in 1921 to 1929 gross 
investment expenditures rose by $8.8 billions, while consump- 
tion expenditures (including dural)lcs) rose $18.7 billions. 
The ratio of increase in investment to increase in consump- 
tion was as 1.0 to 2.2. From the 1929 peak to 1932 investment 
expenditures fell by $17.2 billions, while consumption fell by 
$29.3 billions, the ratio being 1.0 to 1.7. From 1932 to 1937 
investment rose by $14.4 billions, while consum})tion rose by 
$18,4 billions — a ratio of 1.0 to 1.3. 

The extraordinary increavSe in investment relative to the in- 
crease in consumption from 1932 to 1937 was, however, in 
large part due to the extreme fluctuation in inventory hold- 
ings. Inventories had been heavily deflated by 1932 and had 
accumulated to high levels by 1937. More significance attaches, 
probably, to the absolute increments or decrements of invest- 
ment in fixed capital relative to absolute changes in con- 
sumption. Gross investment in producers’ equipment, plant, 
housing, and public construction combined increased by .$7.4 
billions ($7.3 according to Terborgh) from 1921 to H)29, and 
by $8.8 billions ($7.0 according to Terborgh) from 1932 to 
1937. Thus, we may conclude tliat the ratio of the increase in 
fixed investment to consumption was approximately the same 
in the two upswing periods. The increase in producers’ plant 
and equipment from 1921 to 1929 was $5.4 billions according 

f This lag would be all the more pronounced, as we have seen, if we had 
excluded "durables"' from consumption and included them with investment. 
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to Kuznets, and $4.9 according to Terborgh. For 1932 to 1937 
the figures are $6.3 billions (Kuznets) and $4.8 billions (Ter- 
borgh). Thus, again, the ratio of increase in producers’ capital 
outlays to increases in consumption was approximately the 
same in the twenties and in the thirties. When all forms of 
investment are included, however, it is clear that the increase 
in consumption was relatively smaller in relation to increases 
in investment from 1932 to 1937 than had been the case from 
1921 to 1929.* 

8 Throughout this chapter, including the charts, the data used are Kuznets’, 
unless otherwise stated. 





Chapter III 

MONETARY POLICY IN THE 
DEPRESSION 


I NCREASING use of the term ‘‘Public Policy'" indicates a 
change in the role of government in modern economic 
life. It is, of course, nothing new that a governmental pol- 
icy is more and more coming to the fore. The tradition of 
laissez faire — never, in fact, fully applied — so dominant in the 
first half of the nineteenth century increasingly gave way to an 
ever-expanding measure of governmental control and inter- 
vention. But governmental control in the last half of the nine- 
teenth century, and indeed up to the first World War, assumed 
almost exclusively the form of (a) regulation of the competi- 
tive process under which it was sought to check monopoly 
tendencies and to maintain, to tlie utmost possible degree, pro- 
tection, on the one side, to consumers and, on the other side, 
to free and independent producers from organizational inter- 
ferences with the functioning of the price system; (b) protec- 
tion to labor in the form of minimum standards of work, in- 
cluding regulations with respect to hours, working conditions, 
and to a much lesser extent wages; (c) general efforts at social 
betterment, including protection to the public health, provi- 
sion for recreation principally through parks and playgrounds, 
and a broad extension of public education; and (d) minimum 
provision for relief of poverty and old age. The latter, to be 
sure, just before the first World War was rapidly being ex- 
tended in England through the development of old-age, un- 
employment, and health insurance, and it had for several 
decades past become an accepted part of social policy in vari- 
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ous continental countries, notably Germany, Denmark, Bel- 
gium, and Holland. Only in the United States was this ex- 
pansion of public welfare activities of the state postponed and 
delayed until the exigencies of the Great Depression forced 
upon a reluctant public the necessity of these measures. 

I^ith respect to the business cycle, not until the postwar 
period was there any serious thought of governmental inter- 
vention and control) Indeed, not until the publication of 
Wesley Mitchell’s Business Cycles in 1913 was there any gen- 
eral awareness of the business cycle problem as such. Busi- 
nessmen, of course, had experienced crises and depressions, 
some of them, as in the seventies and nineties, long and deep. 
But these were always regarded as disasters, something quite 
patliological — interruptions to a normal state of business 
prosperity. Some indeed, like Veblen, impressed by the 
chronic depressed conditions of the last quarter of the nine- 
teenth century, had come to regard depressions as the normal 
condition of the modern economy. But this view was an ex- 
ception to the rule. That the cycle of prosperity and depres- 
sion was sometiiing which normally could be expected to re- 
cur with more or less regularity, each phase containing within 
itself the seeds of the succeeding phase of the cycle, was no- 
where generally accepted by the public, nor even for the most 
})art by economists, until the advent of Mitchell's great book. 
Rarely, indeed, has the central thesis of any book become so 
much an accepted part of the thinking of an entire society. 
Henceforth, neither prosperity nor depression was regarded 
as normal in the modern economy, but instead the cyclical 
progression from one phase to another was accepted in a quasi- 
fatalistic manner as a characteristic feature of the functioning 
of the modern economy. 

Monetary Control Inadequate 

Attention was at once centered, however, upon the possi- 
bility of minimizing the fluctuations of the cycle. A number of 
more or less accidental developments directed this type of 
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thinking, notably in the United States, toward monetary con- 
trol as the means to that end. In the first place, the United 
States had just before the war instituted for the first time in its 
history a centralized control over the money and credit supply 
through the establishment of the Federal Reserve System, In 
the second place, traditional economic thinking in the Anglo- 
Saxon world, both England and America, had laid large, 
though not exclusive, emphasis upon money and credit as a 
fundamental cause, or at least a controlling factor, in the busi- 
ness cycle. Already in England as far back as the eighteen- 
forties it had been thought that a reform in the Banking Act 
would eliminate the disrupting crises which periodically shook 
the financial and industrial structure. Disillusionment, to be 
sure, quickly followed this experiment and the problem was 
superseded by others wdiich proved more pressing during the 
remainder of the century, 

English economic literature, wdth notable exceptions, such 
as the writings of D. H. Robertson, had mainly stressed mone- 
tary aspects of the cycle. Not until the postwar period was the 
Anglo-Saxon world impressed with the penetrating analysis 
running in terms of investment and saving, which had long 
been current on the Continent, starting with the great work of 
Tougan-Baranousky and Spicthoff. 

(The Continental writers who had found the deeper causes 
of cyclical development in the factors underlying economic 
progress — technical innovations, the discovery of new re- 
sources, the opening up of new territory, and the growth of 
population — had tended to minimize the role of institutional 
factors, including money and credit. The investment theories 
of the cycle had an essential kinship with the doctrine of natu- 
ral law in economic life and economic development. Institu- 
tions were regarded as results and not causes of the process of 
economic change, rooted essentially in the progress of tech- 
nology. If the violence of the cycle were to be toned down, 
this it was thought would, if it ever came, be the result of a 
damping dowm of the extensive expansion of the economy in 
terms of growth of population and the occupation of new ter- 
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ritory. Thus, SpiethofE believed tliat tlie violence of the cycle 
was a function of the highly dynamic nineteenth century, with 
its rapid rate of extensive expansion and of economic prog- 
ress. The cycle was regarded as a manifestation of the extraor- 
dinarily rapid growth and transition from a rural economy to 
an urban, industrialized economy and of the expansion of 
modern industry into all parts of the globe. Once the process 
of industrialization and territorial expansion was completed, 
it was thought that the powerful gTound swells throwing up 
the periodic tidal waves of economic activity would increas- 
ingly come to rest and the fluctuations of economic life would 
approach greater and greater stability. 

Robertson’s views especially bear, in many respects, a re- 
semblance to those of Spicthoff. But, in general, considera- 
tions such as these w^rc not incorporated in Anglo-Saxon 
thinking. In the English-speaking world the monetary and 
financial institutions were stressed, and from this point of view 
it was not unnatural that the fluctuations of the cycle should 
be regarded by many as easily amenable to control. 

Preoccupation with fluctuations in prices and the mone- 
tary causes of these fluctuations contributed to this approach 
to the problem. The work of Irving Fisher and Kcinmercr on 
the quantity theory of money and prices and the attempt at 
statistical verification of this theory had attracted widespread 
interest and attention. Moreover, the w’^ar upheaval and the 
price disturbances to which it gave" rise concentrated at ten- 
^tion upon the problem of price stabilization-The fluctij.atiQn 
of prices and the business cycle became almost synonymoua. 
T he establishment of the Federal Reserve System, the unique 
j)osition occupied by the United States with respect to the 
world’s gold supply, and the postw^ar uncertainties with re- 
sj)cct to price movements inevitably pointed to monetary sta- 
bility as the problem par excellence of the postwar period. 

The relative success of price stabilization in the decade of 
the twenties, in view of the importance attached to this prob- 
lem, diverted attention away from the more deeply signifi- 
cant developments of tlie decade — the developments in the 



70 FISCAL POLICY AND BUSINESS CYCLES 

field of real investment. Because of this diversion of interest 
and attention and the importance attached to monetary and 
price factors, the coming of the Great Depression was not 
only not anticipated but appeared to be quite inexplicable. In- 
deed, from the monetary and price standpoint, no satisfactory 
explanation of the depression was possible, and as the depres- 
sion deepened the more ardent adherents of the monetary 
school persisted in the view that the mere multiplication of 
currency by the central banks would have prevented the de- 
pression, and that even then all that was required to restore 
full economic activity was vigorous monetary expansion and 
price reflation. That the prosperity of the twenties was, at 
bottom, an investment boom, and that the depression was in- 
evitable once the investment outlets of the postwar period 
had temporarily become saturated, was in general not recog- 
nized by monetary theorists,^ though many businessmen close 
to the facts saw quite clearly the real nature of both the boom 
and the depression. 

I J The monetary theory of the cycle held that the road to sta- 
ll bility lay mainly through price stabilization. If a price-inflated 
i boom could be prevented, the succeeding depression, it was 
^ believed, could be averted. When the boom manifested no 
C\ price inflation, as in the twenties, other monetary and finan- 
' cial factors, such as the rise of debt, were introduced to ex- 
' plain the initiation of the deflationary process which, it was 
believed, could alone be stopped by monetary measures. And 
when monetary action was at long last undertaken, it was al- 
ways charged that either it had been undertaken too late or 
that it had not been pursued with sufficient vigor. 

It is, moreover, of interest to note that the monetary ap- 
proach, so popular in the twenties, invaded even the camp of 
the investment cycle theorists, or, at any rate, one section of 
this school — the Viennese group led by Miscs and llayck. 
Granted that the expansion of investment was the underlying 

iMy own book, Bustness- Cycle Theory, published in 1927, emjihasized non- 
monetary aspects of the q'cle, and stressed the rate of investment, especially 
in Chapters IV and Vlll. 
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basis of the prosperity phase, it was argued that if the invest- 
ment boom were held in check by monetary methods and were 
restrained within the limits of such investment as could be 
financed from the flow of voluntary saving, the subsequent 
collapse could be averted. Others, agreeing that the important 
thing was to slow down the spurt of investment, argued that 
if you lop off the top of the investment bulge, the investment 
thus abstracted from the boom would subsequently fill up, 
in part, the succeeding depression gulch. Thus, ( stabilization 
meant a leveling out of investment activity. It was not ex- 
pected that the high activity of a boom period could for long 
be maintained, but rather that stabilization would involve 
an averaging process, leaving the level of activity somewhere 
between the peak of the boom and the bottom of the de- 
pression! It was suggested that this leveling process could be 
accomplished by monetary action which would knock an ex- 
( essive investment boom in the head. Thus, until the Great De- 
piession, attention was peculiarly centered on the boom phase 
as the period which required restrictive action, ^he central 
basis of stabilization policy rested upon the firm belief that 
the boom was the progenitor of the depression and, if it 
could be controlled, stability would result. It would not do to 
wait until depression was already upon us to introduce con- 
trol measures. The time for action was in the preceding phase 
of the cycle. Once the boom had been allowed to run its 
course, depression was regarded as inevitable and it, in turn, 
would perforce have to be permitted to run its course. Pre- 
ventive, not remedial, measures were required. / 

The events of the Gi'eat Depression have profoundly shaken 
the foundations of this type of analysis. Question is raised 
whether the monetary weapons designed to check an excessiv^e 
boom do not inevitably, once they arc appliedj^ith sufikient 
vigor to become effective, start a cuinulative dowiiward sp.iral. 
Lopping off the boom will not automatically fill up,„ the de.-.. 
j.>ression gulleys. fTlie monetary weapons can^Jndeed, be ap- 
plied effectively to check an expansion.) But if the factors 
making for expansion of investment are vigorous, the mone- 
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tary brakes have to be applied with great rigor in order to 
choke off the highly alluring speculative ventures which are 
driving the economy on toward the boom. If the discount 
rate is to be raised sufficiently high to choke off the new de- 
velopments which are the driving force of the investment 
boom, tlie more stable segments of the economy will be choked 
off by a degree of contraction quite incompatible with tile aim 
to level off and stabilize. 

Elsewhere, the view gained ground that there was nothing 
inherently wrong about the boom itself; indeed, the boom 
was regarded as highly desirable per se, not only because it 
offered full employment and a high level of income but also 
because it equipped society with new productive forces. The 
aim of public policy should be, it was now argued, not to choke 
off the boom but to maintain it at its high level. Obviously, 
to do so would require, as the continued investment in more 
and more capital facilities progressively brought nearer the 
prospective fall in the marginal efliciency of capital, either a 
lifting of consumption expenditures to fill the gap of the re- 
ceding investment expenditures or else the expansion of in- 
vestment expenditures through governmental measures or 
by a public investment program. 

The feasibility of such action would obviously depend, in 
large measure, upon the magnitude of the gap to be filled. If 
the propensity to consume is high, the gap to be filled by 
investment expenditures to secure full employment and to 
maintain activity at a full-income level would be relatively 
small. Attention was accordingly shifted away from leveling 
clown the top to leveling up at the bottom of industrial fluc- 
tuations. The problem became essentially not one of cracking 
the boom but of fitting a fairly high bottom to the depression. 
What was to be feared was not the boom, but the terrific shock 
of a drastic fall in income and employment from which the 
economic organization could only with the greatest difficulty 
recover. 

f All through the decade of the twenties economic policy was 
directed at the dangers of an excessive boom characterized 
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mainly in terms of price and credit inflation. Preventive meas- 
ures of a monetary character were deemed adequate. Thus, 
countries all over the world were caught unprepared to deal 
with the problem of checking the cumulative fall of invest- 
ment and income once the decline set in'^Had great industrial 
nations in the twenties concerned themselves not so much 
with the alleged dangers of a boom, but rather with instru- 
ments of control designed to check the depression at a rela- 
tively high income and employment level, the history of the 
decade of the thirties in terms of both economics and world 
politics might have been very different. jJThe decade of the 
thirties has taught us the lesson that we cannot afford at what- 
ever cost to permit tlie national income and the volume of 
employment to fall below a tolerable level.^ 

With respect to this central conclusion tliere can probably 
be little difference of opinion. Opinion will diverge as to what 
the tolerable level is, below which at all costs the economy 
must not be permitted to fall. Some will wish to set the goal 
high and will wish to achieve continuously an approach 
toward full employment. Others will wish to minimize the 
role of government policy to the more modest aim, not of 
achieving continuously full employment, but of preventing 
the economy from falling below the assigned level. 

The less ambitious goal has much to recommend it. In the 
first place, it fixes a limit to the role of governmental policy. 
In view of the magnitude of the problem involved, it is clearly 
a more manageable and realizable goal. It interferes less with 
established institutional arrangements and leaves to the func- 
tioning of free enterprise itself the problem of fuller employ- 
ment beyond the minimum level. In a manner, it thus divides 
the field between governmental activity and the activity of pri- 
vate enterprise. It becomes the function of government to 
establish a minimum below which the health, continuity, and 
workability of the economic system is endangered, and indeed 
the workability of government itself and particularly of in- 
ternational political relations. If a reasonable bottom had 
been put to the Great Depression throughout the world, either 
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by the action of each of the more important industrial coun- 
tries separately, or by international co-operation, there might 
very probably have developed no successful Hitler movement 
and no new outbreak of warfare. 

We are familiar in the history of social reform with the con- 
cept of the minimum. Governmental policy has, in large part, 
in this area been directed not at regularizing the whole of 
economic life, but merely at establishing minimum standards 
below which the automatic functioning of the price sys- 
tem and the system of free enterprise is not permitted on 
grounds of social policy to fall. This is the theory of the mini- 
mum wage, of maximum hours, and of minimum require- 
ments with respect to working standards. This is the theory 
back of the minimum standards set by government for educa- 
tion, health, and sanitation regulations. 

It is at this point that depression policy emerges in a new 
role as an important element in a positive governmental pro- 
gram. But an economic minimum cannot be insured by reli- 
ance exclusively upon monetary policy. 

Federal Reserve Policy 

In the decade of the tw^enties the Federal Reserve System 
experimented with various tools of monetary control.* An 
unwarranted optimism prevailed witli respect to the efficacy 
of monetary action to stabilize prosperity. Emphasis on the 
forty-month cycle had the unfortunate effect of slurring over 
the essential difference between inventory recessions and ma- 
jor depressions caused by the sharp curtailment of fixed capi- 
tal investment. Thus, the mild depressions of 1924 and 1927 
were not clearly recognized as minor ebbs in a great tidal wave 
of investment activity. Relatively minor open-market opera- 
tions in both these periods were given more credit than was 
warranted for the resumption of recovery to still higher levels. 

* See C. O. Hardy, Credit Policies of the Federal Resen>e System, Brookings 
Institution, 1932; S. E. Harris, Twenty Years of Federal Reserve Policy, Har- 
vard University Press, 1933; Arthur Hersey, “Historical Review of Objectives of 
Federal Reserve Policy,*’ Federal Reserve Bullettn, April, 19-iO. 
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The apparent success of these measures distracted attention 
away from the deeper causes of the sustained prosperity of the 
twenties — the powerful upsurge of investment activity in 
building and in a half-dozen growing industries especially re- 
lated to the automobile and electrical industries. Like Ros- 
tand’s Chantecler (with his faith in the causal connection be- 
tween his morning crowing and the rising sun), monetary 
enthusiasts watched with satisfaction the apparently favorable 
results of monetary policy. But most economists, while not 
overlooking the usefulness of open-market operations, re- 
mained skeptical of far-reaching business cycle consequences, 
and some stressed the deeper factors of technical progress and 
investment opportunities. Central bankers themselves, while 
studying the new monetary experiments, were not too sure 
what results might with confidence be expected. On the whole, 
however, hopes ran high that a large measure of stability could 
be achieved by purely monetary devices. 

The Reserve System had been established on the commer- 
cial banking theory. The member banks ideally were to ex- 
tend credit only on the basis of self-liquidating loans. They 
were to “monetize” the credit of producing and marketing 
units. Bank loans were to finance goods during the process of 
production or marketing. And when the process was com- 
pleted, the sale of the goods would supply the funds to repay 
the loans. Thus, the process of production would be facili- 
tated by bank credit accommodation. But investment in plant 
and equipment ought to be financed, it was believed, from 
savings and not by the banking system. Unlike the neutral 
money proposal of Hayek, the commercial credit theory held 
that bank credit might legitimately finance the current pro- 
duction and might expand as such production expanded. The 
“neutral money” theory, however, held that bank credit ought 
not to be permitted to finance inventories any more than fixed 
capital. Both theories, however, agreed that fixed capital in- 
vestment should be financed from savings and not from bank 
credit. 

In practice, however, the member banks were not able to 
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live up to the rigid standards imposed by the commercial 
banking theory. Commercial loans of the self-liquidating type 
were not available in sufficient quantity. Hence, banks turned 
increasingly to other assets. Thus, the investments of member 
banks increased from about six billions of dollars in 1920 to 
about ten billions in 1929. The exigencies of war finance 
more or less forced this development not long after the Re- 
serve System was established. Loans on government securities 
and bank purchases of governments and industrials thus be- 
came established practices. After the war was over, the policy 
of the Board was at first directed toward achieving a return 
to purely commercial banking practice. But this policy failed, 
simply because it did not square with the facts. Business was 
increasingly so organized that bank loans were less necessary. 
Banks were forced to employ an increasing part of these funds 
in long-term investments or in loans based on securities. While 
the Federal Reserve Banks were forbidden by law to redis- 
count investment paper, the law did not prohibit member 
banks from acquiring security loans and investments. Thus, 
regardless of what might be regarded as desirable practice, the 
Board recognized that it had no power to hold the banks to 
self-liquidating loans. 

In the famous 1923 Report of the Board, it was argued that 
open-market operations of the System should be managed with 
an eye to the general credit situation. Concern was felt not 
only for the quantity of credit, but also for the uses to which 
it was put. Especially, it was felt that “speculative” uses should 
not be encouraged. Speculative activities were broadly con- 
ceived to include not merely stock market operations, but also 
excessive accumulation of inventories and abnormal spurts 
in capital expenditures, foreign exports, and consumer in- 
stallment credit. The wave of speculative activity in the stock 
market in the late twenties became the occasion of grave 
concern. Brokers’ loans reached extravagant proportions. The 
Board wished to direct adequate funds toward production 
and to check speculation. But it had no effective power to deal 
with the situation. The ease of capital flotations undoubtedly 
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carried the investment (boom farther than was economically 
justified.) Errors of optimism played a role in pushing invest- 
ment to a higher degree of saturation than would otherwise 
have occurred. This much may be granted to those who stress 
the importance of monetary policy. But, on the other side, it 
should be underscored that had banking policy successfully 
stopped investment plans short of the errors engendered by 
the monetary situation, a true investment saturation would 
nevertheless have been reached, leading to a deep depression. 

The failure to check the speculative movement revealed the 
essential weakness of monetary policy, even as a device to 
check the boom. It was not possible, by means of Central Bank 
control over credit, to ensure adequate funds for productive 
uses and to choke off funds for speculative uses. The general- 
ized controls were not adequate. Tightening the money mar- 
ket only meant that the stable run of industries were checked, 
while the speculative parts of the economy forged ahead, lured 
by prospects of profits far in excess of the cost of money. Thus, 
the conviction grew that more direct methods — such as the 
control of margin requirements on collateral loans — were 
necessary if the speculative sector were to be brought under 
control. 

With the coming of the Great Depression, attention was 
necessarily directed toward the problem of checking the de- 
flation and promoting recovery. Toward this end, discount 
rates were reduced. But this availed but little, since, under the 
process of liquidation and debt cancellation, banks strove to 
reduce their borrowings at the Reserve Banks. Federal Reserve 
credit declined from around $1.5 billion in 1928-29 to around 
5 1.0 billion in 1930-31. This contraction occurred despite 
die fact that the sharp reduction in rediscounted paper was 
in considerable measure offset by open-market operations in 
early 1930. This purchase of United States securities helped 
(a) to cushion the stock market crash, (b) to supply the increas- 
ing demand for currency and gold, and (c) to enable the banks 
to reduce their indebtedness to the Reserve Banks without 
effecting too drastic a decline in member bank reserves. 
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With the British abandonment of the gold standard in 
1931, member bank borrowing at the Reserve Banks sharply 
increased. Moreover, after the Glass-Steagall Act of February, 
1932 had freed the gold (in excess of the minimum 40 per 
cent requirement) formerly held to secure the Federal Reserve 
notes, the System was able to extend greatly its open-market 
operations. Over a billion dollars of government securities 
were purchased in 1932. Thus, the total Federal Reserve credit 
was increased from less than one billion dollars to about $2.2 
billions, thereby creating for the first time a large volume of 
excess member bank reserves. This action helped the banks 
to weather for some time the successive liquidation crises. 
Eventually, however, the terrific decline in security and real- 
estate values, the increasing volume of frozen loans, together 
with the continued withdrawals of deposits, forced the tem- 
porary closing of all the banks and the liquidation or reorgani- 
zation of the weaker members. 

By the end of 1933 the banks had repaid most of their bor- 
rowings at the Reserve Banks. Federal Reserve holdings of 
government securities were now increased to nearly $2.5 bil- 
lions and these constituted from now on almost the whole of 
the earning assets of the Reserve Banks. In consequence of 
these open-market purchases, member bank excess reserves 
increased to nearly one billion dollars. Beginning with 1934 
the excess reserves were progressively augmented by gold im- 
ports, until at the beginning of 3936 they amounted to about 
three billion dollars. Tlie combined program of gold steriliza- 
tion and raising the reserve requirements cut the excess back 
to w’^ell under a billion in midyear 1937. The reversal of this 
program, in the form of approximately a one-eighth reduction 
in the reserve requirements, and especially in the release of 
the sterilized gold, together with additional gold imports, shot 
excess reserves back to three billions by the midyear 1938. The 
accelerated gold inflow after the Munich crisis raised excess 
reserves to six billions by the middle of ig^jo. 

This unprecedented development was mainly the result 
of gold imports into the United Slates. While deliberate Cen- 
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tral Bank action would doubtless never have pushed an easy 
money policy to such extremes as we have recently experi- 
enced, die outcome, more or less accidental, has given us a 
striking laboratory experiment. We have been privileged to 
observe what contribution can be made by the utmost limit 
of Central Bank action toward economic recovery. 

Cheap Money 

The result is very illuminating. The rate of interest on 
Treasury bills has fallen close to zero from the level of 41/2 to 
5 per cent in 1929. Short-term commercial paper and trade 
acceptance rates would have followed a similar course had 
not the banks, by collective agreement, fixed the rate at 1 per 
cent. The yield on Treasury notes fell from around 3 per cent 
in 1933 to one half of 1 per cent in 1939. Commercial loan 
rates of city banks fell from 41/2 to 5 per cent in 1932 to 2I/2 
per cent in 1938. United States Government long-term rates 
fell from 4 per cent in 1929 to 21/2 ^939 j^st 

over 2 per cent in 1910. High-grade corporate bond rates fell 
from 4.^ per cent in 1929 to 3 per cent in 1939. 

A characteristic of ^vhat may be regarded as a normal, cycli- 
cal interest-rate pattern is the narrowing of the spread be- 
tween short-term and long-term yields as recovery develops. 
In an intense boom the short-term rate may even rise above 
the long-term rate, while in deep depressions the short-term 
rate is normally far below the long-term rate, and, indeed, in 
extraordinary depressions approaches the zero limit. Thus, 
the intensity of a boom can be measured, in a degree, by the 
relation of the short-term rate to the long-term rate, and simi- 
larly the intensity of a depression. 

But this pattern is by no means fixed, since numerous fac- 
tors operate to modify and distort it. Under certain conditions 
it is not impossible that a fairly high level of prosperity may 
be reached with short-term rates rising scarcely at all. This, 
indeed, was the case in 1937 and again in 1939-40, There was 
no strong, surging investment boom adequate to absorb all 
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of the funds available in the long-term capital market. Thus, 
borrowers were not compelled to go to the banks for funds on 
a scale adequate to mop up all, or even any appreciable frac- 
tion, of the surplus funds available in the banking system. 
This condition was caused: (i) partly by the meagerness of 
private investment outlets, particularly in residential housing 
and in public utility and manufacturing plants; and (2) partly 
by the abnormally large banking resources created: (a) by the 
vast inflow of gold, and (b) by the new money created by the 
issue of silver certificates. 

The extraordinary willingness to hold cash in recent years 
— a function partly of the greatly increased supply of money, 
partly of increased risk and uncertainty throughout the world, 
and partly of inadequate investment outlets — has affected 
profoundly the short-term rate and the rate on gilt-edged se- 
curities. 

The areas in the interest-rate structure that can be reached 
by Central Bank policy are the short-term rates and the gilt- 
edged, long-term rates. But they are not the only areas, very 
probably not even the most important ones. Low interest 
rates in these areas do indeed ‘‘spill over,’‘ in a measure, into 
other areas, but not very effectively. The interest-rate struc- 
ture is not as fluid and flexible, nor are the various parts in as 
sensitive interconnection as has frequently been supposed, or 
as one might wish for. The flooding of the banking system with 
excess reserves can bring tlie rates down in th-e areas enumer- 
ated above, but it has little effect on real-estate mortgage rates, 
the more speculative securities, or on commercial or personal 
loans in the smaller cities and rural communities. Six and 
even 8 per cent remains the traditional rate for small borrow- 
ers outside of the larger cities. “In 1938 about one-fifth of all 
member banks received on the average more than 7 per cent 
on their loans, and the proportion must be larger for non- 
member banks.” • 

8 Woodlief I’homas: “The Banks and Idle Money Federal Reserve Bulletin, 
March, 1940, p. 197, See also £. A. Goldenweiscr, "Cheap Money and the Fed- 
eral Reserve System." Federal Reserve Bulletin, May, 1940. 
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Thus, for the extremely important area of residential build- 
ing, for the general run of intermediate and small-scale enter- 
prise, for the more risky ventures, and for small cities and com- 
munities, cheap money in the banking system offers no ade- 
quate remedy. For these areas fantastically high excess reserves 
and a high degree of bank liquidity are apparently of little 
avail. 

The inadequacy of Central Bank action in these important 
areas forced the development of other types of institutions 
designed to cope directly with the problem. To this end, 
scores of governmental corporations have been organized. 
These include the various lending agencies now grouped 
under the Federal Loan Agency. The R.F.C., from February 
2, 1932, to December 31, 1939, poured altogether $4,075,000,- 
000 into the banking system, including loans to open and 
closed banks to meet depositors’ claims and purchase of pre- 
ferred stock to bolster up weakened bank capital structures 
To railroads with weakened credit it has made loans aggre- 
gating $1,372,000,000. In addition, $2,443,000,000 was ad- 
vanced for the benefit of agriculture, including loans on 
cotton, corn, tobacco, and other commodities, loans to agri- 
cultural and livestock credit corporations, and other aids to 
agriculture. Loans to business enterprises amounted to $519,- 
000,000, and $1,032,000,000 was advanced to self-liquidating 
public projects.* Altogether, $10,627,000,000 has been loaned 
or invested by action of the Directors of the Corporation and, 
in addition, $2,921,000,000 by direction of Congress in allo- 
cations and loans to various governmental agencies and for 
relief. The Federal Farm Mortgage Corporation and the Fed- 
eral Land Banks have refinanced about two billion dollars of 
farm mortgages. This action had the combined effect of low- 
ering the debt charges to overburdened borrowers and of pro- 
tecting the lenders — banks, insurance companies, and other 
investors — who w^ere caught with sour mortgages on their 
hands. In a similar manner, the Home Owners’ Loan Corpora- 

* See article by Kmil Schiaiii, Chairman of tlic Board, Reconstruction Finance 
Corporation, in Britannica, 1940 Yearbook, p. 574. 
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tion refinanced about three billion dollars of frozen urban 
mortgages. All these salvaging operations were important in 
order to start again a flow of expenditures on current pro- 
duction, whether of consumption or investment goods. 

In addition, certain lending agencies, such as the Rural 
Electrification Administration, made funds available directly 
for new investment. Further, the Federal Housing Adminis- 
tration, by guaranteeing loans on residential construction, 
encouraged banks, insurance and other financial companies 
to enter a field where, without a guarantee, they would not 
venture without demanding rates so high as to preclude will- 
ingness to borrow. 

These lending agencies supplement in an important man- 
ner the Central Bank devices, effective only in restricted areas, 
to reduce the rate of interest. Both of these mechanisms — 
Central Banks and government lending agencies — aim to 
stimulate investment and consumption expenditures by mak- 
ing the terms of borrowing favorable. Some of the agencies 
offer government funds directly to the borrower. Others, like 
the F.H.A., tempt private funds into the field at rates that 
can be borne by the borrowers through guaranteed financing 
on the principle of insurance. Thus, we have witnessed in 
the thirties a very broad supplementation of Central Bank 
policy designed to supply funds at low cost to the borrower. 

But the decade of the thirties offers abundant evidence 
that cheap money alone is not adequate. Cheap money will 
not tempt borrowers if there are not available reasonably 
satisfactory outlets for profitable investment. Cheap money 
can encourage investment if conditions are favorable. But it 
will not of itself produce an adequate volume of investment 
and consumption. This is the lesson which we have learned, 
or which has at least been heavily reinforced, from the ex- 
perience of the thirties. 





Chapter IV 

FISCAL POLICY IN THE RECOVERY 


R ecovery from the deep depression of 1932-33 pro- 
ceeded by fits and starts, but on the whole at a fairly 
^ satisfactory rate, until 1937. The speed of the recovery, 
up to this point, was clearly one of the most rapid in our his- 
tory, and probably about as rapid as the economic organism 
could digest. The recovery was, moreover, one of the longest 
in American experience. 

In 1937, however, the recovery was checked at a point 
barely exceeding the 1929 total output level, but about 7 per 
cent below 1929 in terms of per capita output, and far below 
1929 in terms of the degree of full employment reached. Thus, 
before a full recovery was reached, a major depression was 
allowed to develop until well into 1938. In the second quarter 
of that year the tide was turned by a positive program of fed- 
eral expenditures, and by late 1939, stimulated by the war, 
the 1937 level was recovered, but no new ground conquered. 
In broad outlines, the recovery made satisfactory progress un- 
til August, 1937, and since then has been operating at about 
70 to 80 per cent of reasonably full employment. 

A combination of circumstances produced the depression 
of 1937. A part of these could have been avoided, but in part 
it was a normal reaction from a prolonged upswing. With re- 
spect to the mistakes made, careful account should be taken 
of them for future guidance,^ and every effort made to avoid 
them. Some (for example, the labor difficulties) were related 

^ Sec my discussion of the causes of the 1937 depression in Full Recovery or 
Stagnation?, W. W. Norton and Co., 1938, Part IV. 
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to fundamental changes which the American economy was 
undergoing. But whatever the causes, once the downturn was 
started, it was a mistake to permit an acceleration of the re- 
cession and to countenance contraction at just the point when 
vigorous expansion should have been undertaken. If a bold 
program of federal expenditures had been undertaken in 
September, 1937, when danger signals were sufficiently in evi- 
dence, the precipitous stock market crash of October could 
have been largely averted, and the recovery pushed forward 
after a moderate and wliolesome (in terms of the cost-price situ- 
ation) setback. Federal expenditures on useful public projects 
should have been shot up, in fiscal 1938, $2 to $3 billions in 
excess of the 1937 level — or, in other words, to $10 or $1 1 bil- 
lions. We may remind ourselves that $13.5 billions is the figure 
contemplated for the fiscal year 1941. Had the defense pro- 
gram, or something equivalent, been started in the autumn 
of 1937, the national income could have been lifted to $85 or 
$90 billions by 1940. 

Expansionist Program vs. Salvaging Operation 

Despite the fairly good showing made in the recovery up 
to 1937, neither before nor since has the ad- 

ministration pursued a really positive expansionist program. 
Until 1936, public works outlays ^ fell far short of the level of 
the twenties, and since then have only slightly exceeded that 
level. For the most part, the federal government engaged in a 
sahaging program and not in a program of positive expan- 
sion. The salvaging program took the form of refinancing 
urban and rural debt, rebuilding the weakened capital struc- 
ture of the banks, and supporting railroads at or near bank- 
ruptcy. As we have seen, the Reconstruction Finance Corpora- 
tion, the Home Owners' Loan Corporation, and the Farm 
Credit Administration poured $18 billions into these salvag- 
ing operations. The federal government stepped into the 

2 Account is here taken of all public woiks, federal, state, and local. Federal 
public works, of course, ran much higher than in the twenties. 
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breach and supported the hard-pressed state and local govern- 
ments — again a salvaging operation. One has only to consider 
the items accounting for the increase in recent years in the 
federal budget to see how true this is. Unable to carry the re- 
lief burden and to continue a normal program of public works, 
the local units turned to the federal government. From 1934- 
39 inclusive, $13.8 billions of the federal deficit of $18.7 bil- 
lions is accounted for by the single item of unemployment 
relief. Other items which greatly relieved the fiscal position 
of local governments were the Agricultural Adjustment pro- 
gram, involving expenditures of $3.2 billions, and public 
works (largely as grants-in-aid or as substitutes for diminish- 
ing local outlays), amounting to $5.4 billions in the same 
period. 

That a salvaging program of this magnitude was necessary 
was, of course, due to the unprecedented depth of the depres- 
sion reached by early 1933. An important lesson that we can 
learn from this experience is the waste of funds for salvaging 
purposes which must be incurred if a depression is allowed to 
cumulate until the national income is cut in two. Under such 
circumstances the economy dries up like a sponge. Vast gov- 
ernmental expenditures, designed to float the “sponge*' to a 
high level of prosperity, are instead absorbed by the sponge 
itself. The expenditures seemingly run to waste. This is the 
salvaging process. Only when the economy has become thor- 
oughly licjuid can further funds float it to higher income lev- 
els. A deep depression recpiircs vast salvaging expenditures 
before a vigorous expansionist process can develop. 

It is evident that governmental expenditures during the 
thirties were not of a character well calculated to take the 
place of private investment as a means to stimulate employ- 
ment ex])ansion. The deficit was not the result of a long- 
range program to fill the gap left by the receding tide of 
private investment. The spending was rather of an emergency 
type forced upon the government by reason of (1) the distress 
of unemployed urban workers, (2) the distress of farmers with 
declining income and overburdened with debt, (3) the weak- 
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ened capital position of banks, railroads, and other industries, 
and (4) the weakened fiscal position of state and local govern- 
ments. 

In the early stages of the depression the local governments 
were forced to bear the brunt of the onrushing deflationary 
movement. In 1930-31 they made considerable loan expendi- 
tures for relief and public works. State and local outlays for 
construction and maintenance of government plant averaged 
over $3 billions in 1930-31. By 1932, however, the resources 
of the local governments were largely exhausted, and a sharp 
curtailment set in. Federal expenditures on construction and 
maintenance did not, however, take up this slack until as late 
as 1936. 

Table V 


Outlays for Construction and Maintenance of Public Works ^ 
(millions of dollars) 


Year 

Total gov’t 
public works 

State and local 
funds expended 
on public works 

Federal public works 
and federal aid 
to local units 

1929 

3-309 

2,952 

357 

J930 

3-733 

3,288 

445 

» 93 J 

3-424 

2,884 

540 

*932 

2.539 

1,949 

590 

>933 

i,9>8 

1,133 

785 

>934 

2,474 

1,208 

1,266 

>935 

2,548 

1,125 

>.433 

1936 

3-496 

1,316 

2,180 

>937 

3.329 

1,391 

J.938 

>938 

3,7 >> 

],6i2 

2,099 


From the above table it is evident that the rising federal 
outlays were quite inadequate until 1936 to hold total gov- 
ernment construction to the predepression level. Total out- 
lays were $1.4 billions short of the 1929 level in 1933, and 
$800 millions in 1934 and 1935* Before one makes a judgment 
of the efficacy of the federal public works program in the 

• T.N.E.C. Hearings, Part 9, Savings and Investment, p. 4064. 
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years 1933-35, one must take cognizance of what was hap- 
pening to state and local outlays on construction. The federal 
government only helped to hold back the receding tide. Gov- 
ernment as a whole made no positive contribution, through 
public works, toward recovery. 

Had it been possible to maintain private fixed capital in- 
vestment, including producers* plant and equipment, resi- 
dential and private nonprofit construction, at the $14 billion 
level of the period 1925-29, it is reasonable to suppose that 
state and local construction would have remained high and 
that the total national income could have been sustained. The 
measure of the decline in private investpient in the thirties 
indicates the magnitude of the task confronting the govern- 
ment. 

The following table gives the deficiency of private invest- 
ment expenditures below the $14 billion level, together with 
the induced deficiency of consumption, in each year of the 
decade in terms of current dollars. 


Table VI 
(Billions of dollars) 

Private Investment Consumption 

Deficiency below the Deficiency below the 


Year 

level of fijf billion 

/925-3P level of #71 

1930 

l 3-4 

$0.9 

1931 

7 -> 

> 3-7 

«932 

10.5 

* 5-5 

»933 

11.1 

87.7 

>934 

10.1 

20.3 

1935 

8.7 

17.8 

1936 

6.8 

11.1 

>937 

4-5 

7-9 

>938 

6.8 

12.4 

>939 

5.6 

8.6 

Total 

$74.6 

$> 45-9 


* It should be noted, of course, that in real terms the deficiency was much 
smaller than this — ^indeed, had been wiped out by 1937. 
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Over against this deficiency of private investment and con- 
sumption, let us consider the record of the federal budget 
during the decade. The following table gives the expendi- 
tures, tax receipts, and deficits in each fiscal year in the decade. 

Table VII 


Fiscal year Federal Budget, (billions) 


ending June 50 Expenditures 

Tax Receipts 

Deficit 

1931 

? 3-7 

$3.2 

$0.5 

1932 

4-5 

2.0 

25 

1933 

3-9 

2.1 

1.8 

>934 

6.0 

3 > 

2-9 

1935 

7.0 

3.8 

3-2 

1936 

8.7 

4.1 

4.6 

1937 

8.2 

5.0 

3-2 

>938 

7.2 

5-9 

>•3 

>939 

8.7 

5-2 

3-5 

1940 

9.0 

5-4 

3.6 

Total 

$66.9 

$39.8 

$27.1 

Annual average 1931- 

40 (10 fiscal years) 

$ 6.7 

$ 4.0 

$ 2.7 

Annual average 1926- 

30 (5 fiscal years) 

$ 3-2 

$ 4.1 

$ 0.9 (surplus) 


During the first three years of the depression, federal ex- 
penditures continued, for the most part, along traditional 
lines at approximately the usual rate to which they had set- 
tled down in the twenties. It is true that in the fiscal year 
1931 public works had increased to $.121 millions, and loans 
amounted to $263 millions. In the fiscal year 1932, owing es- 
pecially to the financial difficulties encountered by the banks 
and the railroads, loans increased to nearly $873 millions. In 
addition, federal public works were expanded to half a billion 
dollars, about double the level of the late twenties. In the next 
fiscal year total expenditures were reduced by 1700,000.000 
and, except for public works amounting to 1472,000,000 and 
loam of $181,000,000, were close to the predepression level. 
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Thus, during the first three years of the depression there oc- 
curred an average increase in public works and loans of nearly 
$700 millions per annum. These items account almost wholly 
for the increase in total expenditures to $4.0 billions, com- 
pared with $3.2 billions in 1926-30. 

From 1933 on, the picture is changed, mainly by: (1) an in- 
crease in public works expenditures from an average of $464 
millions in 1930-33 to I940 millions per annum in 1934- 
40; ^ (2) relief expenditures (including direct relief, work re- 
lief, W.P.A., C.C.C., etc.) which had grown from zero in 1930- 
32, and $360 millions in 1933, to $2,243 niillions per annum 
in 1934-40; and (3) the Agiicultural Adjustment program, 
averaging $592 millions per year. Together, these three items 
account for $3.8 billions, or a half of the $7.8 billions annual 
expenditures in the period 1934-40. They account for prac- 
tically all of the excess expenditures of this period over the 
a\eiage of the period 1926-30. 

It is evident tliat the major effort was directed toward sal- 
vaging human and capital resources. Altogether, for this pur- 
pose, direct federal expenditures amounted to $26 billions 
during 193 j-40, while indirect expenditures through govern- 
mental agencies account for some $18 billions. 

Tax receipts averaged in the thirties almost exactly the same 
as in the fiscal years 1926-30, while expenditures averaged 
$3.5 billions more per annum. Thus, the federal government 
poured $6.7 billions per year into the income stream and took 
back I4.0 in the form of taxes, the “net contribution*' meas- 
ured in this crude manner being $2.7 billions per annum. A 
somewhat more refined, but still not wholly satisfactory, 
method of measuring the net contribution of the federal gov- 
ernment to the money flow has been attempted by Martin 
Krost. According to this calculation, the net annual contribu- 
tion of the federal government in 1931-40 was $2.66 billions.* 

^ Loans dedined from $459 niillions per annum in 1930-33 to I304 niillions 
in 1934-40. 

® An etlort was made to eliminate fiom expenditures items which did not 
enlarge the income stream, and from the tax receipts items which did not 
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While there are important differences from year to year, the 
average for the entire decade scarcely varies at all from the 
average excess of all expenditures over all tax receipts. 

The so-called ‘'net contribution'’ of the government may 
be regarded as similar to private investment expenditures 
in so far as both are offsets to saving. It is important, however, 
to take the “net” figure rather than total expenditures, for 
the reason that a part of government expenditures ’ are 
financed from funds which are taken from the consumption 
and not from the savings stream. In contrast, private invest- 
ment expenditures are in the usual case financed from the 
savings stream or from new bank funds. These funds ordi- 
narily are not abstracted from consumption. But the statisti- 
cal materials necessary to get the ideal “net contribution” of 
government are not available. The calculation as currently 
made is an understatement. It is, at any rate, clear that we 
have no right to take all of the governmental expenditures 
and regard them (along with private investment) as income- 
producing expenditures that offset saving. Nor can we take 
as a satisfactory measure the capital expenditures (public con- 
struction) of the government. This is true for the reason that 
such expenditures may be financed from consumption taxes 
and, therefore, may not form an outlet for saving as private 
construction does.^ 

There is, moreover, a very important difference between 
various kinds of governmental expenditures with respect to 
their potency in generating employment and income. As we 
have already indicated, the major new expenditure by the 
federal government was made in the form of relief. Such ex- 
penditures, especially in a period of general depression, are 
likely to be less effective in raising income and employment 

abstract from the income stream- Thus, t!ic “net income-creating expendi- 
tures/* so called, are total expenditures that make a positive contribution to 
the income stream minus total taxes which abstiact from the income stream. 

7 It is, of course, a coincidence that, when one takes all governmental bodies 
into consideration — federal, state, and local — the so-called "net contribution** 
($20.5 billions per annum) was not very different in 1933-^39 from the average 
annual volume of public construction of I18.5 billions. 
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than expenditures on public works. This thesis, to be sure, is 
often denied. It has been argued by some tliat relief expendi- 
tures are more potent because the funds are paid out to very 
needy individuals who will at once spend all, or nearly all, of 
it in the consumers* market and thereby at once, and to the 
fullest extent, stimulate employment and output. It is also 
said that, in the case of public works, the money is paid out to 
contractors who will use some considerable part of the money 
to pay off debts at the banks, or liquidate other indebtedness, 
and, in part, will simply hold the funds idle. Thus, it is said 
that the commodity market and employment are stimulated 
less in the case of public wwks. 

Some comments with respect to this controversy are perti- 
nent. In the first {)Ia(:e, it should be noted that, while the utili- 
zation of the funds paid out in the commodity market is, in the 
first instance, quit ker and more active in the case of relief 
payments than in the case of public works, this fact is true only 
for the first round of expenditures. Once the reliefers have 
bought goods at the stores, the storekeepers will use the money 
in the second round of expenditures, partly to liquidate debt 
and, in part, to hold funds idle. In the second and subsequent 
rounds of expenditures there is no clear presumption that one 
case is different from the other. Thus, this part of the argu- 
ment, wfiile valid up to a certain point, can easily be greatly 
exaggerated. On the other hand, more important, I think, is 
the difference in the induced consequences of the two kinds 
of expenditures upon investment and employment. In the 
case of relief expenditures, the additional purchases by re- 
liefers is relatively small compared to the large volume of con- 
sumption expenclitiires made by the community as a whole, 
even in periods of deep depression. The additional purchases 
are spread very thinly over the vast consumption industries, 
thus giving very little stimulus to increased output, and are, 
therefore, likely to induce hardly any increase in employ- 
ment. This is true because there is sufficient slack in the con- 
sumption industries to permit the additional output without 
taking on additional workers, and freciuently even without 
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increasing part-time employment. Thus, the induced em- 
ployment from relief expenditures is likely to be very insig- 
nificant. 

On the other hand, public works expenditures are likely to 
have a much greater induced effect on employment, for the 
following reasons. In a period of serious depression, it is the 
constructional and heavy industries — those relating to fixed 
capital production — which are seriously depressed. Employ- 
ment has fallen to a mere fraction of the level reached in the 
boom, and construction and heavy industries output is at a 
low capacity level. Many constructional companies have gone 
into bankruptcy and passed out of the picture. Many heavy 
goods industries are largely shut down, and in these even re- 
placement capital expenditures are likely to be running at a 
low level. But when orders come in for construction projects, 
workers are re-employed and the plant is reconditioned. 
Public works expenditures of $4 billions or $5 billions w^ould 
have a tremendous effect upon re-employment and upon 
capital expenditures. It should be noted that an expenditure 
of the magnitude of billions to $5 billions is fairly large, 
even in relation to total fixed capital construction in boom 
times. From 1925 to 1929, private fixtxl capital investment, in- 
cluding plant, equipment, housing, and nonprofit construc- 
tion, amounted to $14 billions per annum. Thus, an injection 
of from $4 billions to ^5 billions ot public works would repre- 
sent a really large figure in relation to even prosperity levels 
of activity in the capital goods industries. On the other hand, 
as noted above, a similar amount spent on relief is a very small 
proportion of the total consumption expenditures. A public 
works program of relatively moderate proportions will, there- 
fore, induce a very large increase in em|)loyment in the con- 
struction and heavy goods industries. Thus, the leverage effect 
of a public works program on emj)loyment, taking atrount 
of both consumption and investment repercussions, is rela- 
tively large. 

The magnitude of public expenditures, whether for govern- 
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mental capital projects or for community consumption, re- 
quired to counteract a depression as intense as that of the early 
thirties is enormous. If we underestimate the task to be per- 
formed, we are prone to disappointment over quite inade- 
quate efforts from which too much was expected. The task con- 
fronting any government intent on a vigorous antidepression 
policy in 1930-35 can be gleaned from Table VI on page 87, 
giving the decline in private outlays on plant, equipment, and 
housing, including private, nonprofit construction. 

It would not have been necessary for the government to fill 
the entire gap left by the receding tide of private investment. 
Yet in the earlier years — 1930 and 1931 — it is probable that, in 
order to have prevented any considerable decline, the outlays 
would have had to be approximately equal to the decline in 
private investment. It is a great mistake to assume, as some 
have, that a mere announcement by the government that it 
will fill the gap if private enterprise failed to do so would 
alone be sufficient, and that therefore very small expenditures 
would, in fact, be necessary. This overly optimistic view fails 
to take cognizance of the high degree of saturation reached by 
private investment at the end of a major boom. Private in- 
vestment, on the scale of the late twenties, could not uninter- 
ruptedly have been maintained, even on the basis of favor- 
able expectations with respect to vigorous government action 
and reasonably satisfactory maintenance of the national in- 
come. Not until depreciation, obsolescence, growth of popula- 
tion, and new technological developments had again enlarged 
the outlet for private investment could the government safely 
assume that private investment would again become reason- 
ably adetpiate. 

But one can also exaggerate the government’s load. This is 
true for the reason that vigorous governmental action (for 
example, in 1930 and 1931) could have stopped the secondary 
cumulation of the dellation. While large private outlays on 
ne-iV investment could not have been expected in the early 
thirties, the disinvestment which occurred could have been 
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largely prevented. Had the government stepped into the 
breach and maintained the national income on a moderately 
high scale, private capital expenditures would not have fallen 
anywhere near as low as they actually did. For these reasons, 
had the government decided to take vigorous action, the gap 
left by the declining private investment in 1930-35 would 
have had to be filled only in part by the governmental ? out- 

lays- , 

It is in the first years of a depression that especially vigotous 
governmental policy is necessary.® Bold action at that stage can 
prevent the drastic disinvestment which the cumulative 
secondary deflation will surely bring if it is allowed to run its 
course. Moreover, if the secondary deflation can be prevented, 
it will not be necessary later to engage in large salvaging opera- 
tions, which, valuable and necessary though they be, must 
nevertheless yield disappointing results from the standpoint 
of the goal of a positive recovery. 

Not only are the timing, magnitude, and character of ex- 
penditures important; equally significant is the manner of 
financing. New and burdensome consumption taxes were im- 
posed both by the federal government and by state and local 
units in the thirties. Federal consumption-tax receipts in- 
creased from $1.1 billions in 1933 to $2.2 billions in 1935. To 
this was subsequently added the social security payroll taxes. 
The local governmental units resorted more and more to con- 
sumption taxes, until by 1938 they were collecting $2.5 bil- 
lions from these sources, not including the unemployment in- 
surance payroll taxes. Consumption taxes are repressive in 
character and tend to place a drag on recovery. 

Thus, to sum up, various factors tended to reduce the ef- 
fectiveness of the fiscal recovery program as it actually de- 
veloped. Large expenditures of a purely salvaging character 

8 There were, of course, peculiar difficulties in the early thirties. Tied, as 
the leading countries were, to the gold standard, expansionist policy would 
have had to have been engaged in simultaneously by many countries to be 
really effective. Separate action by one country alone on a large scale would 
have necessitated abandonment of the gold standard. In the state of public 
opinion in the early thirties, this was clearly impossible in the United States. 
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had to be made, especially in 1933-35. The gross inadequacy 
of public works expenditures forced undue reliance on the 
less stimulating relief expenditures. And, finally, a drag was 
placed upon recovery by reason of the increase in consump- 
tion taxes. 





Chapter V 

RECOVERY IN GREAT BRITAIN 


I N a world in which international factors play so large a 
role it is somewhat astounding that two large trading 
countries could have had experiences so diverse as those 
of the United States and Great Britain in the two decades be- 
tween the two World Wars. In the twenties Great Britain suf- 
fered from chronic unemployment and lagged behind the 
general world postwar recovery. The United States, on the 
other hand, enjoyed a prolonged boom. In the early thirties 
Britain escaped with only a moderate decline in income and 
employment, while the United States had her national in- 
come cut to one half its former level. In the middle and late 
thirties Britain made a very satisfactory recovery, reaching a 
level of employment and production considerably better than 
that of the late twenties. The United States made a more 
rapid recovery percentage-wise, but, having fallen to a much 
lower level in the depression, did not achieve, in the first re- 
covery movement culminating in 1937, as high a per capita 
output as that of the late twenties and continued to face a 
vast unemployment problem. 

And just as the unfolding of events was different, so also 
were the public policies pursued. Throughout the depression, 
with relatively unimportant exceptions, the British balanced 
their national budget, while the United States throughout the 
depression and the recovery ran a large deficit. 
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Depression in England Relatively Mild 

In considering England’s budgetary position ^ during the 
depression, it is especially important to remember that her 
national income fell by only 15 per cent.^ Moreover, Eng- 
land’s income and employment ceased to fall as early as 1931, 
remaining at substantially that level through the following 
two years. Owing to the comparative mildness of the depres- 
sion, she was able to balance her budget without making any 
important changes in expenditures and tax receipts. It is true 
that in the financial year 1931-32 additional income taxes and 
unemployment insurance contributions * were imposed, net- 
ting nearly £70 millions, while economies of about £60 mil- 
lions were achieved tlirough reduction in unemployment 
benefits and other economies. These are, however, relatively 
small figures in a budget of £725 millions. Broadly speaking, 
the budget was balanced without making any substantial re- 
ductions in the regular services and functions of government 
and without raising the tax rates on ordinary sources of reve- 
nue. 


Unique Measures and Circumstances 

Without resorting to any drastic measures either of economy 
or of taxation, two measures, deliberately undertaken, helped 
to ease the budget problem. On the one side, the service on 
the public debt was greatly reduced owing to the conversion 
operations. A reduction in tlie rate of interest in a country 
having a large public debt can yield huge savings. The con- 
version operations contributed very greatly toward balancing 

1 See George "The Budgetary Experience of Great Britain in the Great 
Depression/' pp. 176-211 in Public Policy, Harvard University Press, 1939, a 
model of careful analysis. I have drawn heavily upon Mr. Ji^szi’s work, under- 
taken at my suggestion, for materials in this chapter. The reader is urged to 
turn to his illuminating statement. 

*See Colin Clark, "Determination of the Multiplier from National Income 
Statistics," Economic Journal, September, 1938. 

* The Unemployment Insurance Fund was incorporated into the Budget 
in order to save it from financial disaster. 
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the budget. But it is necessary to note that this sort of measure 
is, of necessity, nonrecurring in character, and that, moreover, 
it cannot be used effectively in a country unless its public debt 
is so large that the service on this debt constitutes an im- 
portant fraction of the total budget. 

On the other side, the imposition of high customs duties 
in 1932 brought in additional revenues and, at the same time, 
stimulated investment in the protected industries. This also is 
a measure, like the conversion, which can be applied only once, 
and was, moreover, not open to a country like the United 
States, which already had high tariff rates. 

Yet despite the contribution made by the conversion opera- 
tions and the new protective tariff, the budget could not have 
been balanced had England suffered a really serious depres- 
sion. Had the national income declined heavily after 1931, 
there can be little question that the balanced budget program 
would have failed. And even had the national income con- 
tinued for several years at the moderately low 1931-33 level, it 
is doubtful whether a rigorous balancing of the budget could 
have been achieved without growing public criticism. But by 
1934 recovery was under way, larger governmental expendi- 
tures were thereby made possible, and so the strain was eased. 

In April, 1933, the London Economist, commenting on the 
budget situation, remarked that tlie Chancellor had been com- 
pelled 

to abandon budgetary purism — only to be inhibited by innate con- 
servative caution from the “expansionism” which is the only al- 
ternative to a ruthlessly logical, but politically impracticable de- 
flation of expenditure. . . . To us the most disquieting aspect of 
Mr. Chamberlain's speech was the absence of any sign that the gov- 
ernment even now appreciates that, unless the national income 
expands, a balanced budget on a £700 millions scale — and that too 
after realizing all the possible savings from conversions and low 
interest rates — becomes a patent impossibility, [llie Chancellor] 
gave no indication that the Government are even thinking seri- 
ously of any bold scheme of housing or other productive “works.” 
... A Government which lacks the will or the courage to stimu- 
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late economic activity by a bold loan policy outside the Budget 
gives the Budget-maker an impossible task> 

It is important to inquire into the circumstances that ex- 
plain why the deflation stopped short at a decline of only 15 
per cent in the national income and why subsequently a 
strong recovery developed. It is generally agreed by English 
economists that the depreciation of the foreign exchange 
value of tlie pound in 1931, vis-a-vis the United States and the 
gold countries in Europe,® was an important factor in stopping 
the further fall in prices and income. The firm adherence to 
the gold standard in these countries protected England from 
the danger of competitive currency depreciation. This enabled 
England to achieve an advantage in the world markets over 
her leading exj)ort competitors. On the other side, countries 
complementary to Britain — Canada, Australia, New Zealand, 
Argentina, and Scandinavia — depredated their currencies and 
joined the so-called sterling bloc. This also was an advantage 
to England. Thus, England achieved the best of two worlds: 
(1) an export advantage over competitors, and (2) an improve- 
ment of trade through exchange stability with countries com- 
plementary to her economy. In this respect England occupied 
a quite unique position. No other country in the world was in 
so favorable a position to profit, on the one side, from the un- 
favorable trade position of the gold standard countries and, 
on the other side, from the improved trading position of the 
agricultural and primary producing countries which had de- 
preciated their currencies. 

An important result of the depreciation of sterling was the 
easing of the money rates, Clieap money undoubtedly contrib- 
uted materially to the British recovery. Cheap money, as the 
American experience demonstrates, cannot of itself produce 
a strong revival. If a country has just experienced a vigorous 
investment boom and the depression largely reflects a tem- 
porary saturation in plant, equipment, and housing, low 

* Quoted from J«iszi op, cit., pp, 180-81. 

® Mainly France, Belgium, Holland, ^nd Switzerland. 
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money rates will not avail. But England’s situation was dif- 
ferent. The prolonged chronic depression of the decade of the 
twenties left England, by 1931, with a large backlog of un- 
satisfied housing requirements. Moreover, for many reasons 
which we cannot here go into, British industry had not under- 
gone any such extensive “rationalization” as that experienced 
by American and German industries. Thus, England was ripe, 
by 1932-33, for a considerable investment boom. Ii^ the 
twenties England had been starved, while the United States 
had been surfeited with capital or investment goods. 

The United States had ridden to high prosperity in the 
twenties on the tidal wave of rising new industries centering 
in and around the automobile. In the twenties England could 
see no solution for her troubles except the recovery of her old 
position in the world market. She was looking to the revival of 
her old export industries. This proved a forlorn hope. In the 
thirties she turned to her home market. The l\'U'iff Act of 
1932 gave an impetus to important domestic industries, A 
free trade country like England was in a peculiarly favorable 
position to introduce a general protective tariff as a recovery 
measure. But, obviously, this remedy is of a nonrecurring 
character and could not be repeated as a regular recovery 
policy. Aided by a new protective tariff, England was able 
to build new industries — the automobile, electrical equip- 
ment, electric power, and the chemical industries. In view of 
the quite different investment possibilities, it is no mystery 
that cheap money worked in England but not in the United 
States. 

When British total output is segregated into (a) output for 
the home market and (b) output for the foreign market, it will 
be seen that output for the home market was well sustained 
throughout the depression and increased by 50 per cent dur- 
ing the recovery. Output for the foreign market, however, de- 
clined heavily in the depression and never recovered the pre- 
depression level. Investment in industries catering to the 
home market and in residential structures constituted the 
core of British recovery. In this development the protective 
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tariff, as we have just noted, played a role. But it was also 
greatly encouraged by the quite phenomenally favorable 
terms of trade which the depression brought to England’s 
doorstep. England, as a great importer of foodstuffs and raw 
materials, profited from the drastic world-wide decline in the 
prices of tliese commodities in relation to the prices of in- 
dustrial products. ‘'The wage and salary earners of the nation, 
after buying their food, drink, tobacco, and clothes, had some- 
thing like £250 millions a year more left over in 1932 than in 
1924-27.”^ In other words, the depressional decline in total 
payrolls was far more than offset by the decline in cost of liv- 
ing. Thus, the wage and salaried classes actually enjoyed col- 
lectively a larger purchasing power at the bottom of the de- 
pression than they had had in the twenties, and this increased 
sum was available for the purchase of domestic products. No 
other fact is more basic to an understanding of the causes of 
the British boomin housing and the new domestic industries. 

Thus, various favorable factors — some accidental, others 
of a character which in the usual case could not be imple- 
mented as recovery measures — combined to bring the bal- 
anced budget program through to a successful conclusion. 
The depreciation of the pound, the conversion operations, the 
cheap money rales, the protective tariff, the backlog of capital 
goods shortages inherited from the depressed twenties, the 
favorable terms of trade must all be chalked down more or less 
to gC)od fortune. In other circumstances the results might 
have been very different, 

British Budget Large 

Finally, and of special significance for fiscal policy, is the 
role of tile British budget in the maintenance of purchasing 
power during the depression and in the recovery which fol- 
lowed. The important fact about the British budget is not 
that it was balanced, but rather that it is a large budget — the 
fact that a 

® The Economist (London), October 26, 1935. 
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very large percentage of national income is taxed away and spent 
by the government. ... It is clear that the taxing away of such a 
large part of national income will have profound effects on the 
economic system — effects which will depend on the manner of tax- 
ation and on the way in which these funds are spent. . . . We are 
broadly aware of the fact that the system of British public finance 
is characterized by heavy progressive taxation and large expendi- 
tures on social services. I'he tendency of such a system would be to 
increase the share of consumption in national income and to de- 
crease the share of investment, thus adding to the stability of the 
economic system."^ 

A profound shift has occurred, compared with the prewar 
period, in the ratio of consumption to income, at correspond- 
ing levels of employment. The Colwyn Committee found that 
prewar savings amounted to jC. 35^ £4^^ millions. Taking 

account of the rise in prices and the increased population, 
an equivalent volume in the middle twenties would have 
amounted to £650 millions. Yet the estimates of savings for 
the middle twenties suggested a figine of only £.150 millions, 
or at most £500 millions. Thus, at the prevailing value of 
money, .savings had declined by some £150 millions to £i»oo 
millions.® Professor Pigou,® summarizing the data available in 
1927, found that ‘‘as against 1911, total savings fell from about 
sixteen per cent to twelve or thirteen per cent of the total 
social income. . . Colin Clark’s study of net investment, 
based on more adequate data, arrives at broadly similar re- 
sults. In 1907 net investment was 12.2 per cent of national in- 
come, 8.1 per cent in 1924, and 7.3 per cent in 1937.^® Accord- 
ing to the Report on Economic Conditions, issued by the Royal 
Economic Society, new capital issues declined from £308 mil- 
lions in 1928-29 to £194 millions in 1936-37. 

These figures disclose a remarkable shift in the ratio of sav- 

7 J^szi, op. cit., pp. 185-87. 

8 Report of the Committee on National Debt and Taxation (Colwyn Com- 
mittee), C:md. 2800, 1927, p. 17. 

» A. C. Pjgou, The Economic Position of Great Britain, Royal Economic So- 
ciety, 1927, p 22. 

10 Colin Clark, National Income and Outlay, Macmillan, 1938, p. 185; and 
Economic Journal, September, 1938, 
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ings to income, or, otherwise stated, in the ratio of consump- 
tion to income. It is striking how the mere manner of 
stating this shift — as a consumption-income ratio or as a 
savings-income ratio — affects one’s judgment about whether 
the sliift can be regarded as a favorable or an unfavorable 
one. When stated as an increase in the consumption-income 
ratio, an optimistic note is struck; when stated as a savings- 
income ratio, traditional instinctive reaction suggests a pes- 
simistic conclusion. So long as one could feel assured that sav- 
ings would always find an embodiment in real investment, a 
high ratio of savings to income indicated a high rate of eco- 
nomic' progress, but also at the same time, because of the 
cyclical variability in investment expenditures, a condition 
of instability. A high ratio of consumption to income indi- 
cates a probable gain in stability and a possibility also of fuller 
employment at the peak of the cycle movements. At any rate, 
such a ratio makes possible full employment at a relatively 
low level of new investment. Thus, if investment outlets are 
lelativcly meager, a high consurnption-inccjme ratio makes it 
easier to achieve full employment. Obviously, one encounters 
here a matter of great significance, of which due account must 
he taken if one wishes to compare the recovery of the thirties 
in England and in the United States. 

The increased consumption-income ratio can apparently 
be accounted for mainly by reference to the changed tax 
structure and the growth of social service expenditures. In 
1913-14, of incomes wholly earned, only 6.7 per cent of in- 
comes of £5,000 were taken in taxes, only 8.4 per cent of in- 
comes of £50,000, while for incomes half earned and half de- 
lived from investment the respective figures were 9.6 and 13.6 
[)cr cent. By 1925-26 taxes took from the £5,000 income class 
23.2 per cent (w^hen earned) and 29.5 per cent (when half 
earned), while for the £50,000 class the figures are 44.4 and 
57.7. On the other hand, the percentage taken in taxes from 
the lower income classes had increased little, if at all. The 
relevant data are given below. Both direct and indirect taxes 
are included. 
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Table VIII 


Total Taxation: Percentage of Income 


Income 

Income Wholly Earned 

Income Half Earned, 
Half Investment 

191^-14 

Per Cent 

Per Cent 

£ 50 

8.0 

8.8 

100 

5-4 

6.6 

150 

4.4 

5.6 

200 

4.0 

5-3 

500 

4.4 

71 

1,000 

5*2 

8.3 

2,000 

4*9 

8.4 

5,000 

6.7 

9.6 

1 0,000 

8.0 

11.8 

20,000 

8,4 

13.6 

t(}2j-26 

£ 100 

11.9 

13.0 

150 

11.6 

12.7 

200 

10.2 

11.3 

500 

6.2 

8.4 

1 ,000 

11.0 

14.4 

2,000 

15.2 

19-3 

5,000 

23.2 

29-5 

1 0,000 

31.2 

40.1 

20,000 

S 7-5 

48.7 

50,000 

44.4 

57-7 


Pigou noted that the drop in savings was very nearly equal 
to the excess of social service expenditures in 1924 over 1911.^^ 
In 191 1-12 only 3.1 per cent of the national income was spent 
on social services, while 12.0 per (cnt was so expended in 
1934-35.^* In 1913-14, according to Colin Clark, expend!- 

11 Report of the Committee on National Debt and Taxation, p. 95. 

12 A. C, Pigou, The Economic Position of Great Britain (1927), p. 22. 
i*A. L, Bowley, Wages and Income in the United Kingdom Since i860 

(*937)1 Annual Return of Social Services. 

Colin Clark, National Income and Outlay, Macmillan, 1958. 
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tures benefiting the working classes amounted to £76 millions, 
and in 1935-36 to £429 millions. On the other hand, the total 
taxes borne by the well to do in 1913—14 amounted to £172 
millions, and in 1935-36 to £685 millions. Clark estimates 
that before the war the taxation of the lower classes actually 
exceeded the social benefits derived from governmental ex- 
penditures. By 1929, however, they were taxed for only 85 
per cent of the social benefits received, and by 1935 for only 
79 per cent. According to his calculations the sum redis- 
tributed from the well to do to the lower income groups 
amounted to £91 millions in 1935-3(3, while Ursula Hicks,^® 
on the basis of later data, puts the figure at £1 10 to £115 mil- 
lions. 

In addition to the high level of consumption, including 
community consumption expenditures, social services, and 
the like, local governmental units in England have made im- 
portant capital outlays on public projects and low-cost hous- 
ing, financed in large part by borrowing. The gross debt of 
the local authorities in England and Wales increased from 
£800 millions in 1923 to £1,400 millions in 1934.^® Taking ac- 
count of our greater population, this rise in local debt is very 
comparable with the annual rise in state and local debt in the 
United States in the decade of the twenties. In the thirties, 
liowever, state and local bodies in the United States, sup- 
ported by federal aid, were able to reduce their net debt ob- 
ligations.^^ 

U. K. Hicks, The Finance of British Government, 7^20-/956, Oxford Uni- 
versity Press, 1938, p. 59. 

Hicks, op. cit., p. 130. 

Accordinj^ to a compulation (derived from the Statistical Abstract for the 
United Kingdom) made by the National Indiistiial Conference Board, Studies 
tn Enterprise and Social Progress, p. 282, the total debt, national and local, 
increasecl from £8,905 billions in 1930 to £9.972 billions in 1938. At the normal 
rate of exchange, the increase in debt in eight \cais thus amounted to over 
$4 billions. Translated into American magnitudes, our population being three 
times larger, this would he an inciease in debt of $12 billions. The low percent^ 
age increase in total public debt in Gicai Britain is often referred to, but the 
percent is low only because the total debt upon which the increase is cal- 
culated is very large. 
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Chapter VI 

FISCAL POLICY, NEW AND OLD 


T he changing ideas about the nature and use of public 
credit, from ancient times tlirough the early modern 
period, constitute a fascinating chapter in the Iiistory 
of thought. Scliolastic theologians, like Thomas Aquinas, were 
bitterly opposed to loans.^ This attitude was due not merely 
to the oflicial church opposition to the payment of interest, 
but to a belief that public debt was itself immoral. Political 
philosophers of the early modern period continued to regard 
the prior accumulation of treasures as superior to borrowing. 
Jean Bodin, for example, approved only six sources of state 
revenue: the public domain, conquest, gifts (which are “rare’’), 
annual contributions of allies, customs, and taxes. Traffic in 
rights and titles he considered pernicious, and borrowing at 
high interest rates “the ruin of princes.” Emergencies sliould 
be met by accumulated hoards, and only w^ar provided justifi- 
cation for extraordinary levies or loans.^ 

Thomas Hobbes w^as more realistic in his approach. He 
recogniz.ed the limitations of revenue from the pul)lic domain 
alone. In view of the widening sco])e of governmental ex- 
penditures, the monarch must resort to taxation, and oc- 
casionally even to public credit.® Adam Smith reverted to the 

1 Cf. E. R, A. Scli^inan, article on '‘Public Finance/' in the Encyclopedia of 
the Social Sciences, Vol, 12, p. 641. 

2 S*x limes de Ic Hepublique, Book VI. Chapter 2, especially pp. 655'-56, 
6O1, 671, G80-H3, (>9t)~92. 

8 English Woiks of Thomas Hobbes, ed. Molesworth; Volume VI, Chapter j. 
A Dialogue Between a Pliilosopher and a Student of the Common Laws of 
England, pp. 10-22. 
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older tradition, parting company on this point with Hobbes. 
He maintained that only “the want of parsimony in time of 
peace imposes the necessity of contracting debt in time of 
war/* He observed that with the growth of commerce and 
manufactures European monarchs have unfortunately lost 
their ‘'disposition to save/' while the upkeep of standing 
armies and needless luxuries absorb ordinary revenue. Indi- 
viduals follow the example of the state by running into debt, 
and “the enormous debts . . . will in the long-run probably 
ruin all the great nations of Europe.” * 

Hume likewise compared contemporary financing with the 
ancient practice of accumulating hoards, much to the disad- 
vantage of contemporary methods. “Our modern expedient,” 
he wrote, “is to mortgage the public revenues . . . a practice 
which appears ruinous.” In former times the “opening of the 
public treasure” in wartime at least “served as a temporary 
encouragement to industry, and atoned, in some degree, for 
the inevitable calamities of war.” Loan-financed wars are 
doubly calamitous, for the similarity between the “circula- 
tion” of “stocks” and the “circulation” of goods and money is 
illusory. The taxes raised to pay interest on the loans are a 
check on industry. Government securities have all the disad- 
vantages of paper credit, give rise to speculation, confer ad- 
vantages on the city at the expense of the nation, make the 
country dependent upon foreign financiers, and encourage 
“a useless and inactive life.” • 

Wars and the Rise of Credit Institutions 

Whatever the ideas of the political philosophers, the ex- 
pansion of commerce and the undertaking of wars were from 
the very beginning of the Middle Ages closely associated with 
loan financing, both public and private. Through several 
centuries credit institutions were slowly developing to meet 

* The Wealth of Nations, Book V, Chapter 5, Stuart Edition, pp. 724-27. 

» Essays and Treatises on Several Subjects, Volume 11 , London, 1760. Esasiy 
Public Credit," especially pp. 134-42. 
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growing needs, leading ultimately to an organized capital 
market dominated by the stock exchanges and by large banks, 
operating on a fractional reserve basis. Through the develop- 
ment of these institutions it became possible to engage in 
extraordinary expenditures, such as those incurred in war, 
without imposing confiscatory taxes. The development of 
credit institutions made possible the financing of wars in a 
manner which added stimulus to the economy through the net 
additions of purchasing power injected into the community 
through the use of credit. To be sure, the dose of credit was 
frequently excessive, leading to price inflation. At any rate, 
public borrowing for war purposes removed the necessity for 
unduly severe and cjuasi-confiscatory exactions upon private 
wealth and income, and instead furnished a powerful stimu- 
lant to trade and enterprise. In so far as they were fought on 
foreign soil and with hired mercenaries, wars came to be re- 
garded as by no means an unrnixed evil. Indeed, the whole 
history from the late seventeenth century to the end of the 
Napoleonic Wars indicates a high correlation between: (a) the 
expenditures and use of public credit to which war gave 
rise, and (b) brisk trade, rising economic activity, and busi- 
ness prosperity. From the standpoint of the sovereign, wars 
were usually fought for dynastic reasons, for glory of empire, 
and frequently for acquisition of territory. The secondary 
consequences of wars during this earlier period in tlie history 
of capitalism are such as to give much support to the thesis 
that in this period in history wars stimulated the development 
of industrialism. This relatively complacent view of war was, 
however, shattered by the terrible experience of the first 
World War. Only in consequence of the disastrous effect on 
the economic system as a whole, and the revolutionary changes 
which emerged from the first World War, did there at last arise 
a convic tion, in at least a large part of the Western world, that 
under modern conditions wars must be regarded as an eco- 
nomic, no less than a moral and social, disaster. 

Thus, the emergence of private and especially public credit 
institutions aided the waging of expensive wars, and these, in 
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turn, powerfully reinforced the development of the modem 
credit economy. 

In 1691 the entire national debt in England was only £3 
millions. By 1815 it amounted to over £800 millions. This 
enormous increase in the public debt created a haven of refuge 
— for capitalists both in England and abroad — for the invest- 
ment of funds in a period of risk and uncertainty created by 
the international upheaval. The buying and selling of govern- 
ment obligations led to the development of the stock ex- 
change, and throughout the eighteenth century dealings on 
the exchange were confined almost entirely to government 
securities. As late as 18^3, 70 per cent of the securities listed on 
the London Stock Exchange consisted of securities of the 
Plnglish government, while an additional 10 j)er cent was com- 
posed of the debt obligations of foreign governments. Even as 
late as 1875 sliglitly over two thirds of the securities listed on 
the London Stock Exchange consisted of governmental se- 
curities.® 

Moreover, in the very early stages of the development of 
modern industrialism public investments financed by public 
borrowing played a quite extraordinary role. In the case 
of the LInited States, internal imjmncments, such as turn- 
pikes, canals, and, at the very beginning, railroads, were fi- 
nanced by lavish state expenditures. I'hesc wildly sj:>ccu- 
lative promotional activities based on excessive optimism 
brought financial ruin, as is well known, to many American 
states and other local governmental units, leading to wide- 
spread defaults. But it must not be forgotten that, while indi- 
vidual investors — in very large part foreigners — lost their 
savings in these defaults, from a social standpoint these pro- 
motional developments played an important role in the emer- 
gence of the rapidly expanding indusnialism. On the Conti- 
nent oi Europe the enormous financial needs incident to the 
development of modern systems of transportation, in partic- 
ular the railroad, could not be financed Irom private sources 
under the prevailing state of financial institutional develop- 

® G. W. Edwards, The FA>olution of Finance Capitnhsrn, Longmans, 1938. 
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ment. The great transportation undertakings, therefore, in 
contrast with the smaller requirements of manufacturing, 
were almost everywhere on the Continent financed by public 
borrowing and became established state enterprises. The tradi- 
tion of an efficient bureaucratic civil service doubtless played 
an important role in the success of these ventures in contrast 
with the financially disastrous public ventures undertaken in 
America. 

In England and the United States, however, and in the sub- 
sequent emergence of the manufacturing phases of modern 
industrialism on the Continent, governmental securities were 
increasingly supplanted, relatively speaking, by the emer- 
gence of the corporation and the issuance of private securities. 
Thus, the nineteenth century, particularly the last half, wit- 
nessed a prodigious growth of private corporate securities and 
the development (almost to the point of the exclusion of 
governmental credit as a factor in economic life) of private 
capitalism. In consequence of the first World War and its 
aftermath, and particularly as a result of the unprecedented 
unemployment incident to the Great Depression, public credit 
as an instrument of economic policy has again come power- 
fully to die fore. Thus, we witness a cycle in the role of public 
credit in the liistory of modern industrialism. Starting with 
public credit playing a major role in the period of the early 
rise of private capitalism, we now again see a re-emergence of 
the role of public credit in economic life. 

We have noted how the emergence of public credit was 
related to the rise of war expenditures. Historically, this has 
been, and still remains, by far the major cause of the rise of 
public debt. Tlie enormous increase in public revenues de- 
rived from taxes is, however, mainly a function of the widen- 
ing scope of governmental activities, though in part it is a re- 
sult of the gTo^ving necessity of financing from taxes the 
necessary interest payments on the public debt created mainly 
by war. Government services, starting from the limited func- 
tion of giving protection to life and property, expanded under 
the requirements of a growing industrial system, the rapid 
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agglomeration of population in huge cities, and the increasing 
problems of organization incident to these developments. Col- 
lective action had to be taken to protect against disaster from 
fire and flood; to provide for sanitation and hospitalization; to 
protect the public health and prevent the spread of contagious 
diseases; to provide methods of communication in the develop- 
ment of roads, postal services, and, in many countries, tele- 
graph and telephone; to provide for protection against ct;*ime; 
and, increasingly with the rise of democracy, to provide on an 
ever more lavish scale for the education of the entire popula- 
tion. Services which, in large part, had formerly been pro- 
vided by private agencies eventually had to be taken over by 
tlie government. Thus, provision for self-protection was trans- 
formed into a public police force. Settlement of private dis- 
putes through mutual arbitration or dueling was transferred 
to public courts, private education was transferred to public 
schools, private hospitals to public hospitals, and increasingly, 
particularly since the Great Depression, private charity has 
given way to enormous expenditures on public relief and 
social insurance. Moreover, the development of modern stand- 
ards of living and a huge urban population have made nec es- 
sary large expenditures on community consumers' capital in 
the form of playgrounds, recreational facilities, public schools, 
and public buildings of various types. Public activities have, 
therefore, spread from current services to the development 
of large expensive capital projects devoted to community con- 
sumption. 

Public Finance Under Early Capitalism 

The nineteenth century was preoccupied with the problem 
of attaining a volume of savings adequate for the require- 
ments of a rapidly expanding economy. Tiie dynamics of 
population growth and technological progress placed a pre- 
mium upon freedom of enterprise and private initiative. Fiscal 
policy aimed at the least possible interference with the func- 
tioning of the private, capitalistic economy. The Jeffersonian 
ideal in America and the Gladstonian in England alike sought 
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to minimize to the utmost the functions of governments so 
that, as far as possible, the entire disposable income might be 
expended by the individual citizen, whether for consumption 
or investment, for such ends as he might deem advisable. The 
productive resources of the community, it was believed, would 
be utilized most effectively if guided by a market responsive to 
the choices of individuals free to use as they wished their per- 
sonal incomes. Public functions per se were regarded as a 
necessary evil. Taxes were “unproductive’* expenditures, rep- 
resenting an unfortunate waste in the process of production. 
The flow of goods and services which the citizenry might enjoy 
could always be increased by tax reduction. Sound fiscal policy 
called for two things: (1) the reduction of public expenditures 
to the utmost possible limit, and (2) a tax structure which dis- 
turbed the pricing system as little as possible, including the 
pri( ing of the factors of production, thereby leaving intact the 
rclali\e distribution of income as it would be in a tax-free 
society. 

Such was the ideal of public finance in the heyday of private 
capitalism. The ideal was, of course, never fully realized. As 
the “high” capitalistic period receded before the advance of 
state interventionism, taxation was seized upon as a conven- 
ient and highly effective instrument for the regulation and 
control of economic lile. Already in the mercantilist period 
taxation had been used as a police measure designed to pro- 
hibit certain activities regarded as undesirable, whether in the 
field of consumption or production. 

Changing Role of Fiscal Policy 

A far more revolutionary aim of social policy now appeared 
above the horizon, the full implications of which were at first 
not wholly visible. Indeed, it was introduced at first largely 
as a by-product of the imperious necessity of financing great 
wars and not in resf)onse to a well-thought-out social philoso- 
phy. While avowed socialists had their eyes fixed on the goal 
of social ownership of the means of production, the course of 
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events had unexpectedly forged a powerful instrument for 
the socialization of income. The severe requirements of 
national defense had demonstrated the extraordinary possi- 
bilities of progressive income and inheritance taxation and 
had thus prepared the ground for the utilization of tax 
measures to accomplish far-reaching social ends, such as the 
more equal distribution of income and the expansion of col- 
lective consumption by the community as a whole. \ 

In the meantime, devastating depressions brought to the 
foreground as never before the problem of business instability. 
Whereas it had been the concern of economic policy to raise 
the standard of living, now attention was centered on the 
promotion of security and stability. At first, main reliance 
was placed upon monetary policy, but the exigencies of the 
Great Depression compelled (or, at any rate, led to) enormous 
expenditures for the relief of the unem[)loyed. These were 
made more willingly in the belief that they served the double 
purpose of giving relief and also of “curing'’ the depression. 
Thus, fiscal policy was forced into service as a compensatory 
device more by accident than by design. It was, therefore, not 
surprising that experience in the implementation of this pol- 
icy turned up some rather surprising results. Part of the con- 
sequences, it appears, were due to the applications of ortho- 
dox canons of fiscal policy to a situation for wliich they were 
totally unsuited. It was the old story of putting new wine into 
old bottles. 

Back of the menacing unfolding of violent industrial fluctu- 
ations there now appeared the specter of chronic unemploy- 
ment. Many, perhaps most, competent observers professed to 
doubt its reality and conceived it to be an illusion springing 
from the distracted psychological atmosphere created by the 
Great Depression. Discussions with respect to the plienomena 
of “long waves” and of structural changes in the economy, 
together with the increasing development of the theoretical 
tools of dynamic analysis, produced challenging hypotheses in 
explanation of chronic or secular underemployment. And 
while the debate progressed, all the leading governments of 
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the world were continuing to pour out vast funds for arma- 
ments or for the relief of depression — whatever its character, 
whether temporary or secular. Government debt was every- 
where mounting and fiscal policy was being drafted willy- 
nilly to serve as an instrument to increase the volume of em- 
ployment. 

There is thus emerging a new aim of fiscal policy, vigorously 
assailed by some and staunchly defended by others — the aim 
of ensuring the full employment of the factors of production. 
This policy involves greatly enlarged governmental expendi- 
tures. Some would finance these wholly from progressive taxa- 
tion, once a full-income level had been achieved, and thus “bal- 
ance the budget.’’ Others would finance them partly from a 
progressive rise in the public debt. The possible limits of this 
development are certainly far wider than is usually supposed, 
owing partly to the low rates of interest which, under an ap- 
propriate Central Bank policy, are adequate to tempt idle 
funds into short-term government obligations, and partly to 
the fact that taxes raised to pay interest on a public debt 
domestically held flow back again to the community as a part 
of the income receipts of individuals. The larger aspects of 
this problem and its implications in terms of the distribution 
of income and the price structure will be discussed subse- 
quently in this volume. 





Chapter VII 

THE CHANGING CHARACTER OF 

governmental expenditures 


T he major developments which peculiarly characterize 
the economic life of the twentieth century, particu- 
larly after 1914, are to a large extent merely continua- 
tions of trends which were already present in the nineteenth 
century and w^hich differentiate the industrial-capitalist era 
from the old regime. But the differential rate of change in the 
various areas of economic life is itself sufficient to yield us a 
new kind of world qualitatively different from that of the last 
century. And, in this respect, the rapidly growing role of gov- 
ernment throughout tlie Western world above all challenges 
attention. 

The growing activities of government could not fail to 
result in a great increase in governmental ex{)enditures. And 
the changing character of expenditures is equally significant. 
In this connection some illuminating contrasts are evident 
between the prewar decade, the decade of the twenties, and 
the decade of the thirties. 

In the United States there are three levels of government: 
federal, state, and local. The changing fiscal importance of 
each of these levels of government, as indicated in the size of 
expenditures, is stated in the table on page 1 19. 

From this table it is evident that some significant changes 
have occurred. In 1929 state expenditures had increased rela- 
tively more than federal or local, compared with 1913. In 
1937 increases of federal and state expenditures over 1913 
were not significantly different, but both had far outstripped 
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Table IX 

Governmental Expenditures in the United States » 



millions of dollars 

7929 as 
multiple 

1937 as 
multiple 


191) 

1929 

^937 

of 191J 

of 1913 

Federal * 

964 

3.735 

9.080 

4.0 

9-3 

Federal (Post-ofRce 
expenditures, ex- 
cept postal defi- 
cit, omitted) 

703 

3.047 

8.349 

4-3 

11.9 

State ® 

379 

1.955 

3,068 

5-2 

8.1 

Local ^ 

1,846 

6.719 

6,340 

3-6 

3-4 


die increase in local expenditures. In absolute figures, local 
ex])cnditures in 1913 were twice as large as federal, while 
the federal outlays, in turn, were more than twice as large as 
the state expenditures. But, by 1937, the ratio ran approxi- 
mately 3 for the federal, 2 for the local units, and 1 for the 
states. 


Highways and Education 

The large relative growth of state expenditures from 1913 
to 1929 is the result mainly of increased outlays on highways 
and on education. The development of highways and of edu- 
cation had a unique history in the three decades ending in 
1930. As late as 1913, state governments were spending only 
$28 millions on highways, while, in 1929, $669 millions w’ere 

1 Sources: Annual Report of the Secretary of the Treasury; U.S. Bureau of 
liu Census, Wealthy Public Debt, and Taxation, igr^; Financial Statistics of 
Slates, 1915: IT.S. Bureau of the Census, Press Releases, Summary of Finances 
of State Governments, 1937, Nos. 1 and 17; Report of the Commissioner of Edu- 
cation, 1914; National Industrial Conference Board, Cost of Government in the 
United States: Statistical Abstract of the United Stales. 

2 Federal expenditures include all post-office expenditures, but exclude debt 
retirement, lefunds of receipts, and District of Columbia expenditures. 

^ State expenditures exclude federal grants received, but include state grants 
to local governments. 

* Local government expenditures exclude subsidies and grants received. 
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expended. State expenditures for education were only $6i 
millions in 1902, $129 millions in 1913, and had risen to $549 
millions in 1929. In this thirtyryear span a revolution had oc- 
curred in methods of transportation and also in education. 

The coming of the automobile compelled the construction 
of an entirely new and extremely expensive system of high- 
ways, the building of which is comparable in magnitude with 
the gigantic task in an earlier period of covering the entire 
country with a network of railroads. In a like manner, Uiese 
three decades witnCsSsed a profound revolution in the system 
of secondary education. In 1900 the total attendance in sec- 
ondary schools in America was only 696,000 boys and girls; 
by 1930 it was 4,800,000, and, by 1934, 6,088,000. Whereas in 
1900 only 10.2 per cent of the boys and girls from fourteen to 
seventeen years of age inclusive were in high school, by 1930, 
47.7 per cent, and by 1934, 56.2 per cent, attended.^ This re- 
markable development bears testimony, perhaps more than 
any other single fact, to the prodigious rise in the American 
standard of living from 1900 to 1930. 

Whereas formerly the local governments provided almost 
exclusively for highways and education, the tasks imposed by 
the development of these decades made the burden too heavy. 
Property taxes, the main source of local revenue, were not 
adequate. Hence the increasing sharing of the burden by 
the states, and also, especially with respect to highways, by 
the federal government. Altogether, expenditures on high- 
ways by all governments increased from $182 millions in 1902 
to $1,936 millions in 1929, more than a tenfold increase. 
Meanwhile, expenditures on education increased from $281 
millions to $2,490 millions, approximately a ninefold in- 
crease. 


Social Welfare and Unemployment Relief 

A third category of growing importance is that of social 
welfare, including relief for the poor, aged, blind, and sick; 
mothers* and widows* pensions; care of children; public 
* Statistical Abstract of the United States, 1936, p. 108. 
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health; hospitals; sanitation (including sewerage disposal, 
refuse collection and disposal); institutions for tlie care of 
the handicapped; recreation (including parks and play- 
grounds); pensions to civil employees; and workmen’s com- 
pensation. Expenditures on these items amounted to only 
$170 millions in 1902, but had risen to $1,360 millions by 
1929. But as late as 1929 most of these outlays were by local 
governments. 

A fourth category disclosing an enormous expansion of gov- 
ernmental expenditures is that of public service enterprises. 
These include water, electricity, gas, rapid transit and other 
transportation, and all other enterprises operated on a com- 
mercial basis. Expenditures by all governments for these pur- 
poses increased from $199 millions in 1902 to $1,461 millions 
in 1929. 

A summary view of the four categories discussed above — 
categories which peculiarly reveal the shift in government 
functions during the current century — is given for four in- 
tervals, covering nearly four decades, in Table X. 


Table X 

Governmental Expenditures^ {Federal, State, and Local) 
(millions of dollars) 


Expenditure category 

/902 

J913 

1929 

1937 

Highways 

182 

426 

>.936 

1,818 

Education 

282 

5^>5 

2.490 

2,372 

Social Welfare 

170 

3^12 

1,360 

5,098 

Public Service Enterprises 

*99 

4-9 

1,461 

00 


One, and only one, of these categoiics leaped to a sharply 
higher level during the last decade — social welfare. And this 
illustrates the characteristic shift in the decade of the thirties. 

® Sources: U.S. Buicau of the Census, Wealth, Public Debt and Taxation, 
J9oa; Repon of the U.S, Commissioner of Education, 1903; M. O. Eldridge, 
Public Roads Mileage, Rei}enne$ and Expenditures in the US. in 1904 (U.S. 
Ofiice of Public Roads Bulletin no. 32, 1907); financial Statistics of Cities, 1905; 
and references cited on p. 119. 
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While highways, education, social welfare, and public service 
enterprises represent the great fields of growth up to the end 
of the twenties, the extraordinary relief load — both urban 
and rural — growing out of the Great Depression offers the 
main explanation for the great rise of governmental expendi- 
tures during the thirties. 

But the new burden had to be carried almost exclusively 
by the federal government. The financial incapacity of the 
state and local governments, resulting from the fall of the 
national income in the early thirties to half its former level, 
compelled retrenchment. Local governments can carry on 
their fiscal obligations quite well when the national income 
is high and rising. But only the federal government — and, to 
a lesser degree, state governments — with its vastly greater 
taxing powers (especially with respect to income taxation) 
and its capacity for borrowing, can carry on and even cxjiand 
its expenditures in the face of a low and falling national in- 
come. 

State and local expenditures for education declined from 
$2.5 billions in 1929 to $2.3 in 1937, while expenditures on 
highways declined horn $1.8 billions in 1929 to $1.4 billions 
in 1937. State and local capital outlays of all sorts (including 
those on education and highways) declined from $3.0 billions 
to $1.4 billions.’ 

Total governmental expenditures increased from $12.4 bil- 
lions in 1929 to $18.5 billions in 1937. But the expenditures 
of local governments fell from I6.7 billions in 1929 to I6.3 
billions in 1937. Federal expenditures, however, increased 
from $3.7 billions to I9.1 billions in 1937, while those of state 
governments increased from $2.0 in 1929 to I3.1 billions in 

From January, 1933, to July, 1938, total federal contribu- 
tions to various relief and assistance measures amounted to 
$1 1,120,000,000, while state and local contributions amounted 

' Hearings before the Temporary National Economic Committee, Part 9, p. 
4064. 
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to $4,195,000,000. The data for each year are as follows, in mil- 
lions of dollars: • 


Year 

1933 

1934 
>935 
>936 

>937 

1938 (six months) 


Table XI 
millions of dollars) 
Federal 

907 

2,087 

2,108 

2,664 

2,170 

1,184 


State and Local 

401 

577 

627 

895 

1,048 

646 


An analysis of the growth of expenditures since 1930 relates, 
therefore, almost exclusively to federal expenditures spring- 
ing from the necessity of coping with the problems arising 
from unemployment and related recovery measures. The 
emergency made it necessary for the federal government to 
come to the aid of state and local governments to provide for 
relief for the unemployed; and the unprecedented economic 
difficulties confronting industry and agriculture alike led the 
government into a vast range of experiments intended to re- 
store the national income. Unemployment relief expenditures 
of the federal government leaped to $1.8 billions in 1934, av- 
eraged $2.4 billions in the years 1935-37, and amounted to 
$2.0 billions in 1938, $2.7 in 1939, and $2.0 billions in 1940. 
The Agricultural Adjustment program rose from .$289 mil- 
lions in 1934 to $712 millions in 1935, $782 millions in 1939, 
and $1,017 millions in 1940. These are the major develop- 
ments in federal expenditures growing out of the depression 
emergency. Public works expenditures, including grants to 
state and local bodies, rose from $388 millions in 1931 to $719 
millions in 1935 and $1,062 millions in 1937. Loans and sub- 
scriptions to tlie capital stock of governmental agencies (made 

® Works Pi ogress Administration, Report on Progress of the W J^A. Program, 
June 30, 1938, p. 113. 
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directly from the federal budget) amounted to $885 millions 
in 1932 and $882 millions in 1934. These lending agencies, 
largely from their own funds obtained by issuing their own 
obligations (guaranteed by the federal government), in turn 
poured billions of dollars into the work of rehabilitation. 

Two major shifts in expenditures may thus be noted from 
the decade of the twenties to that of the thirties. The first 
has to do with a large relative increase in federal exp^di- 
tures in relation to state and local expenditures. The second 
has to do with a change in tlie underlying reasons for in- 
creased expenditures. In the twenties the rise in expenditures 
was due largely to certain demands incident to a changing or 
rising standard of living, notably expenditures for roads and 
education. In the thirties the increased expenditures grew 
out of an effort to overcome the Great Depression or to miti- 
gate its ravaging effects on the standard of living, especially of 
the unemployed. 

Unemployment relief constitutes the biggest single item 
of expenditure under the New Deal, with a total for the seven 
years 1934-40 of I15.8 billions. Public works of all sorts ab- 
sorbed $6.0 billions, the Agiicultural Adjustment program 
$4.2 billions. Unemployment relief, aid to agriculture, and 
public works designed to promote employment together ac- 
count for $26.0 billions, or nearly 50 per cent of the total 
federal expenditures in 1934-40. 





Chapter VIII 

THE TAX STRUCTURE 


T he tax structure in the United States has undergone 
quite revolutionary changes during the last quarter of 
a century. Until 1914 tax revenue was derived almost 
wholly from property taxes and from customs duties and ex- 
cises. 

The burden of taxes was, accordingly, distributed with 
little relation to ability to pay. Customs and excises consti- 
tuted in 1902 nearly one half of total tax receipts of all gov- 
ernments in the United States, and nearly 40 per cent in 1913. 
In so far as such taxes affect the prices of commodities of gen- 
eral consumption, the tax burden represents a diminishing 
percentage of income the farther one moves into the upper- 
income ranges. And even property taxes — and this applies par- 
ticularly to rented residences — are, in large part, shifted by 
property owners to the general public. Thus, a tax structure 
based upon property and consumption taxes is likely to be 
heavily regressive and burdensome upon the low-income 
groups of the community. 

Progressive vs. Regressive Taxation 

The federal income tax was introduced in 1914. During 
the war surtax rates on upper-bracket incomes were sharply 
raised, and this helped to diminish the regressive character of 
the general tax structure. But indirect taxes weighing largely 
on consumption continued to be levied, and, moreover, the 
rates on the moderately well-to-do and lower rich class were 
comparatively low. Accordingly, the tax structure as a whole 

1*5 
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did not reveal any great progressivity over the entire income 
range, even though high surtax rates were imposed on the 
highest brackets. The introduction of the federal income tax 
— a reform which came astoundingly late in American history 
— did, nevertheless, shift the burden of taxation much more 
largely upon those most able to bear it. 

In the postwar decade the high surtax rates were drastically 
reduced. The rates were again raised in 1932, and in \1935 
the high surtax rates of the war period were restored and tven 
exceeded. In Table XII the effective rates applicable to each 
income level in the three years 1918, 1929, and 1937 are given. 
This table reveals the extremely low rates which prevailed in 
1929 in contrast to those of 1918 and 1937. "The 1937 rates 
were relatively lighter on all incomes below $25,000 than 
those of 1918, but slightly higher for incomes above this level. 


Table XII 

Effective Tax Rate on Individual Net Incomes'^ 


Net Income Classes 
(Thousands of dollars) 

1^18 

(Per cent) 
1929 

1937 

Under i 

• • . • 

0.02 

0.23 

1 under 2 

1.J9 

.04 

.48 

2 under 3 

.98 

.07 

■39 

3 under 5 

2-35 

.05 

.84 

5 under 10 

4-34 

.21 

2.63 

10 under 25 

8.20 

1-49 

6.66 

25 under 50 

> 3-32 

524 

13.60 

50 under 1 00 

21.69 

9-77 

23.60 

100 under 150 

33.68 

12.92 

37-49 

150 under 300 

44.64 

14.64 

48.06 

300 under 500 

54-77 

> 5-49 

57-45 

500 under 1 ,000 

58.65 

15.86 

64.82 

1,000 and over 

64.65 

15.76 

71-95 


Even the 1935 rates were relatively low on the so-called 
middle brackets, from $5,000 to $100,000. In view of the 


1 U.S. Treasury Department, Statistics of Income for Part i, pp. 40-4** 
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greatly increased need for revenue resulting from the growth 
of governmental expenditures, and in view of the Social Se- 
curity program, higher rates in this income range might have 
been expected. Increases were made, but in large part resort 
was had to consumption and payroll taxes. On balance, this 
tended to make the tax structure, as a whole, weigh more 
heavily on consumption than had been the case even in the 
twenties. 

This fact can be strikingly shown from a table published 
in the Annual Report of the Secretary of the Treasury for the 
fiscal year 1940. An estimate is made of the federal tax liabili- 
ties for the calendar year 1941 based on the tax structures pre- 
vailing: (a) under the laws of May, 1932, and (b) under the 
laws of December, 1940. On the basis of the revenue acts in 
force in early 1932, it is estimated that $1,871 millions might 
be colleried in taxes on individual incomes, estates, and gifts, 
and on corporate incomes and profits, assuming a national in- 
come equal to that expected in calendar 1941. On the same 
basis, $991 millions might be expected from consumption 
taxes, including liquor, tobacco, miscellaneous internal reve- 
nue, and customs duties. Thus, the tax structure as of 1932 
would yield a revenue (based on the expected 1941 income) 
of which 35 per cent was consumption taxes. Considering the 
sharp increase in the rates on individual incomes, estates, and 
gifts, and on corporate incomes and excess profits, notably in 
the Revenue Acts of 1935 and of 1940, one might have ex- 
pected a drastic reduction in the ratio of consumption to 
total taxes. This, however, is not the case. Based on the tax 
law in effect on December 31, 1940, it is estimated that $5,953 
millions could be collected in corporate income and profits 
taxes and in individual income, estate, and gift taxes, while 
$3,660 millions might be collected in consumption taxes (in- 
cluding those listed above) and taxes on payrolls. Thus, on the 
basis of the revenue laws in force at the end of 1940, 38 per 
cent of total federal taxes could be regarded as mainly con- 
sumption taxes. This fact is all the more striking in view of 
the relatively high income — the anticipated income of 1941 — 
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on which the estimates are based. The higher the income, the 
greater the potency of a progressive income tax structure. 

To offset so effectively the greater progressivity of the in- 
come tax in 1940 compared with 1932 it is evident that the 
taxes burdening consumption must have been very sharply in- 
creased. The repeal of the Eighteenth Amendment, together 
with increases in liquor tax rates, accounts for about $800 mil- 
lions of the increase in the consumption taxes estimated in 
the hypothetical case referred to above. Miscellaneous internal 
revenue items, including gasoline taxes and manufact^irers’ 
excises, account for another $800 millions, while payroll taxes, 
including old age and railroad unemployment insurance, ac- 
count for $950 millions.^ 

Turning from the comparison of the tax structure of early 
1932 with that of late 1940, as revealed in the estimated tax 
liabilities of tliese two structures applied to a high national 
income, such as that expected in calendar 1941, it is of inter- 
est to consider the actual tax collections in the fiscal years 
1933-40. The following table shows the relation, year by 
year, of consumption taxes (as defined above, including pay- 


Table XIII 
(in millions) 


Fiscal Year 

Consumption and 
Payroll Taxes 

Total Tax Revenues 

1933 

1 1.075 

|2,o8o 

1934 

1,889 

3,116 

1935 

2,211 

3.800 

1936 

2,000 

4,116 

1937 

2,478 

5.294 

1938 

2,837 

6,242 

1939 

2,804 

5,008 

1940 

3.039 

5.925 


* Equally striking is the great strength of the tax structure in 1940 compared 
with that of 1932. On the basis of the anticipated national income of 1941, the 
tax strucure of 1932 would yield only 12,862 millions, while the tax structure of 
1940 would yield 19,613 millions. 
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roll taxes) to total tax revenues for this eight-year period. 

The broad sweep of changes in the tax structure during the 
last four decades can be seen from a few summary tables dis- 
closing the main tendencies at work. First, let us consider the 
tax structure, federal, state, and local, at four intervals; at the 
turn of the century, pre-World War I, at the end of the twen- 
ties, and pre-World War II. All taxes are grouped into four 
categories: (1) property taxes, (2) income, corporation, in- 
heritance and gift taxes, (3) consumption taxes, and (4) pay- 
roll taxes.* 


Table XIV 


Federal, State and Local Tax Revenues* 
(in millions) 



/p 02 

191J 

19^0 

1998 

Property 

Income,® Inheritance, Gift, and 

$ 707 

$1,440 

$4,959 

$4,745 

Corporation Taxes 

29 

77 

2,806 

4,107 

Consumption Taxes: 

651 

859 

2,600 

4.478 

Motor Fuel and Vehicles, 
Liquor and I’obacco, 

Sales and other excises. 
Customs 





Payroll Taxes 




1.502 

Total Taxes 

$1,387 

52.376 

$10,425 

$14,832 


sSome difficulties are necessarily encountered in liiiini:; all taxes into these 
four categories, and some arbitrary classification becomes necessary. Never- 
theless, the broad conclusions stand out clearly and arc but little modified by 
these somewhat arhitiary decisions. 

^Sources: Annual Reports of the Secretary of the Treasury; U.S. Buicau of 
the Census, Wealth, Public Debt and Taxation, and Financial Statistics of 
States; Tax Policy Magazine, December, i<)38- januaiy, 1939. National Indus- 
trial Conference Board, Cost of Government in the United States, 

IhvS. Bureau of the Census; Financial Statistics of Cities; Dun's Review, July, 
^ 939 * 

® Poll and occupation taxes, inconsecjuential in amounts, ranging from $7 
millions in 1938 to $26 millions in 1930, are included here. 
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Relative to 1902, property taxes and consumption taxes had 
increased in 1938 by precisely the same multiple, 6.7. Rela- 
tive to 1913, however, the multiple for property taxes was 3.3, 
while that for consumption taxes was 5.1. Income, inheritance, 
gift, and corporation taxes had risen by 1938 from insignifi- 
cant amounts in 1902 and 1913 to a figure comparable with 
property and consumption taxes. 

Relative to 1930, property taxes were slightly low^r in 
1938. Consumption taxes had, however, increased by a n^iilti- 
ple of 1.67, and income, inheritance and gift, and corporaition 
taxes by a multiple of 1.43. 

Consumption taxes constituted 36 per cent of total taxes 
in 1913, and 33 per cent in 1938, social security taxes excluded. 
Consumption and social security taxes together amounted to 
40 per cent of the total in 1938. 

Such, in broad outlines, are the major shifts in the tax struc- 
ture as a whole, including all governments. But it will be use- 
ful also to consider die main tendencies at each level — federal, 
state, and local. With respect to local governments, there arc 
no significant changes to report. The property tax remains, as 
before, the almost exclusive source of tax revenue. Sales taxes 
and other excises have been added in recent years, but the 
receipts from these sourc es in 1938 were less than one twelfth 
of the sum received from property taxes. Local property taxes 
declined slightly during the thirties, but were, nevertheless, 
more than sevenfold the amount collected in 1902 and 31/0 
times that of 1913. Service receipts increased gicatly during 
the twenties, reacliing a level more than ten times that of 
1902 and nearly five times that of 1913. This latter increase 
represents the growth of public service enterprises, water, 
electricity, gas, rapid transit, and other enterprises operated 
on a commercial basis. Tlie data relative to tax revenues are 
presented in Table XV on page 131. 

In contrast to the situation with respect to local revenues, 
very striking changes have occurred over the last three decades 
in state taxation. In the first place, state tax receipts have in- 
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Table XV 
Local Tax Revenues 
(in millions) 



igo2 

19Z) 

mo 

1938 

Property 

Corporation, Inheritance, Poll, 

$625 

$1,300 

$4,614 

I4.531 

and Occupational Taxes 

25 


171 


Consumption Taxes: 

Motor Fuel and Vehicles, 
Liquor and Tobacco, 

Sales and other excises 

58 

8* 

23s 

359 

Total Taxes 

00 

0 

$1,413 

$5,017 

$4,890 


creased enormously, being twenty-£ve times larger in 1938 
than in 1902. With respect to sources, until the first World 
War, property taxes represented about half the total. By 1930, 
income, inheritance, and corporation tax receipts combined 
were more than twice as large as those derived from property. 


Table XVI 
State Tax Revenues 



(in millions) 





1902 

1913 

1930 

1938 

Property 

$ 82 

$ 140 

1 345 

$ 214 

Income, Inheritance, 

and Cor- 


r 


poratioii T'axcs 

54 

124 

725 

928 

Consumption Taxes: 

19 

36 

711 

8,023 


Motor Fuel and Vehicles, 
laquor and Tobacco, 
Sales and other excises 


Payroll Taxes 748 

Total Taxes J155 J300 $1,781 $3»9iS 
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The same holds for gasoline and sales taxes and other excises. 
And, by 1938, these consumption taxes had again tripled, as 
disclosed in Table XVI. 

Equally significant are the changes in federal taxation. 
Prior to the first World War almost the exclusive sources of 
revenue were customs duties and excises — about equally di- 
vided. By 1930, however, individual and corporate income 
taxes were far and away more important sources of revenue. 
But, between 1930 and 1938, federal consumption ^xes 
(heavily, liquor and tobacco) doubled, and were two thirds of 
the income, estate, and corporation taxes combined. And 
there were added, moreover, the social security taxes. Table 
XVII on federal revenues follows: 


Table XVII 

Federal Tax Revenues 

(in millions) 



IiJ02 

Income, Estate (and Gift), and 

1913 

1930 

1938 

Corporation Taxes $ 5 

1 35 

$2,475 

$3-179 

Consumption Taxes: 254 

Motor Fuel and Vehicles, 

Liquor and Tobacco, 

Excises and Customs 

Payroll Taxes 

628 

1.152 

2,096 

754 

Total Taxes $259 

$663 

? 3 -C 27 

$6,029 


It is of interest to note that in 1938 the federal consumption 
taxes were almost precisely equal to state consumption taxes, 
each being around $2 billions. Moreover, in each case payroll 
taxes of about $750 millions were collected. With respect to 
income, inheritance, and corporation taxes, the states col- 
lected relatively little compared with the federal government. 
The main sources of tax revenue are the same with respect to 
the state governments and the federal government. Both rely 



THE TAX STRUCTURE 


133 

heavily on consumption taxes, but the federal government 
places a much larger reliance on corporate and individual in- 
come taxes. 

Federal and state tax revenues have shown greater capacity 
for expansion than local tax revenues. Confronted with a 
difficult fiscal situation, local units have received increasing 
grants from the state and federal governments. Thus, in 1938, 
slates made grants to local bodies amounting to $1,250 mil- 
lions, while the federal government made regular grants to 
states of nearly $600 millions, and to local governments of 
$125 millions. In addition, federal emergency expenditures, 
amounting to nearly $1 billions annually for W.P.A., C.C.C., 
N.Y..'\., P.W.A. grants, and agriculture, greatly relieved the 
fiscal position ol both state and local governments. 

Fecleral-state-local fiscal relations present a major problem 
currently and in the immediate future. Growing social re- 
sjionsibilities have been forced upon the state and local gov- 
ernments by the unprecedented volume of unemployment 
and by the progress of social reform. These responsibilities 
tlie local governments cannot carry without resort to heavy 
consumption taxes. Thus, for example, many states have been 
comjielled to levy or to increase sales taxes in order to finance 
tlie f )lcl Age Assistaiu e program. If we are to cure this malady, 
either tlie federal goveinment will have to take over more 
functions, or it will have to assume a larger responsibility with 
respect to the finant ing of social welfare projects. 

Federal, state, and local consumption taxes (see table on 
p.age 1 29) amoitnted to the sum of $.p3 billions. These include 
sales taxes and other excises, taxes on motor fuel and motor 
vehicles, li(|uor, and tobacco. In addition, $1.5 billions of pay- 
roll taxes were collected, also largely abstracted from con- 
stimption. If we include these, we reach the vast total of $5.8 
billions withdratvn through taxation from the stream of con- 
sumption expenditures. Such taxes are definitely deflationary, 
impose a heavy drag on the economy, and tend to prevent full 
employment. 
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The growing importance of consumption taxes has reversed 
the trend toward a more progressive tax structure which began 
with the federal income tax of 1914. Taking all taxes into 
account — federal, state, and local — the structure does not be- 
gin to be progressive until an income of $10,000 is reached. 
As far as state and local taxes, considered as a unit, are con- 
cerned, the tax rate structure remains apparently strictly pro- 
portional to income throughout the whole range fron^ the 
$500 income to incomes of over $20,000. The federal tax struc- 
ture begins to be fairly progressive at the $10,000 inepme 
level. The relevant data are disclosed in Table XVIII below. 


Table XVIII 

The American Tax Structure • 


Income 

Taxes as Percent of Income 

Class 

Federal 

State and Local 

Total 

$500 to $1,000 

6.6 

11.4 

18.0 

1,000 to 1,500 

6.4 

10.9 

17-3 

1,500 to 2,000 

6.6 

11.2 

17.8 

2,000 to 3,000 

6.4 

11.1 

17-5 

3,000 to 5,000 

7.0 

10.6 

17.6 

5,000 to 10,000 

8.4 

9-5 

17-9 

10,000 to 15,000 

»4-9 

10.6 

255 

15,000 to 20,000 

19.8 

11.9 

3*-7 

20,000 and over 

27.2 

10.6 

37-8 

Apparently the American 

tax structure, taken as a 

whole 


and including both direct and indirect taxes, is far less pro- 
gressive than is commonly supposed. 

•Sec Colm and Tarasov, Pays the Taxes?, Temporary National Eco- 
nomic Ck)mmittee, Monograph No. 3, 1940. 





Chapter IX 

THE GROWTH AND ROLE OF 
PUBLIC DEBT 


'^1. The Rise of Public Debt 

i 

H istorically, it is dear that opposition to public 
debt, like the medieval opposition to interest, grad- 
ually broke down by reason of exigencies which ap- 
peared more or less uncontiollable. Thus, state borrowing 
entered as a by-product mainly of the increasingly costly out- 
lays incident to modern warfare. It was not a question of the- 
oretical princi[)les but of practical, hard necessities. The tra- 
dition against borrowing was set aside when grave emergen- 
cies, such as wars, forced the issue.^ 

It was, however, held tliat the government ought to estab- 
lish sinking funds and reduce governmental debt incident to 
war as much as feasible. While the United States, owing to 
its rapid expansion, found it possible to approximate this 
maxim following the War of 1812, the Civil War, and again 
the first World War, older countries with larger debts and 
with smaller possibilities of extensive expansion found it 
much more diflicult, and indeed on the whole impossible, to 
retire debt in any important degree. ^Viih respect to England, 
while there was little actual retirement of debt in the hundred 
years between the Napoleonic ^Vars and the first World War, 

^ Even laxes in early modern English history were loleiated only as extraor- 
dinary levies to meet necessary emergency situations, notably war. Emergence 
horn the feudal period into the modern period gradually brought a shift from 
feudal dues, and income from the king’s private domain, to regularly assessed 
taxes on propei ty, tran-sactions, and income. 

>35 
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the debt at any rate did not rise. France, on the other hand, 
experienced a continually rising trend in her public debt 
throughout the nineteenth century. 

Charts 8 and 9 show the historical trends in the public debt 
in England from i6go to 1938 and in France from 1815 to 
1938. Some interesting facts emerge from these charts. The 
period from 1690 to 1815 in England is divided almost equally 
into years of war and years of peace. Regularly in the war 
years the public debt rose, while in years of peace the budget 
was more or less balanced, and at times some reduction iti the 
debt occurred. It is evident, however, that there is a marked 
u[)ward trend throughout the entire period which assumes 
almost a straight line on a logarithmic scale. Thus, overlook- 
ing the relatively short-run fluctuations about the trend, it 
may be said that the British public debt for tliis period of one 
hundred and twenty-five years was rising at apjnoximately a 
constant percentage rate of increase. Between 1815 and 1914 
the public debt ceased to rise and, considering the whole 
period, declined by a very moderate amount, so that by 1914 
it stcjod 21.8 per cent under the 1815 level. Theie were some 
fluctuations up and dowm, notably the tcm[X)raTy rise in the 
debt during tlie Boer War, followed by a subscciuent fairly 
ra[)id retirement. Then came the prodigious rise in tire public 
debt incident to the first World War, so that the postwar debt 
stood in relation to the total national income at about the 
same level as in 1815. In both 1818 and 1923 the debt was 
twice the national income.^ 

At the close of the Napoleonic Wars the French public debt, 
in contrast wdth the situation in England, was small.” Her ex- 
perience from 1815 to 1914 was quite divergent from that 
of England. Whereas the English debt became stabilized and 
indeed gradually declined, the French del>t rose with tem- 
porary interruptions through the nineteenth century up to 

2 See Rcpoit of the Comrnitlee on National Debt and Taxation, Cmd. 2800, 
1927. p, 235. 

* Napoleon, while confronted with grave financial difficulties, nevertheless 
resolutely op]>oscd loan financing. 
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Chart S. 

The Public Debt of Great Britain 
Sources: Figures for the years i6g6~-iS2^ from Elizabeth B. Schumpeter^ 
'^English Prices and Public Finance, 1660-1822 Review of Fxonomic Statistics. 
February, ig‘)8. Figures for the years iSj), 1842, and 28^4 from H. E. Fisk, 
^Dglish Public Finance from the Revolution of 1688, Bankers* Trust, New York, 
^9^0. Figures for the years from The Sutesman's Yearbook, Mac- 

millan, annually. 
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the time of the first World War. There were, of course, peri- 
ods of varying length in which the budget was balanced and 
in which some retirement of the public debt occurred, but 
the trend throughout the century was upward. The steep- 
ness of the rising trend varied considerably at different points 
in the century. With the first World War came — as also in 
England, but at a far more rapid rate — an unj)recedcnted rise 
in the debt of a magnitude so great as to result in (or to ac- 
company — the causal interrelationship is a complex oW) a 
five- or sixfold price inflation. 

The first compelling reason for borrowing was thus the 
exceptional emergency of war. But, increasingly, local gov- 
ernmental bodies found it necessary to make discontinuous 
capital expenditures on needed public improvements. These 
expenditures were often so large in any current year that it 
was quite impossible to finance the projec t from current taxa- 
tion. Thus, a municipality might have decided to build a pub- 
lic school or to install a municipal water works system or a 
sewerage disposal plant so costly as to preclude the expense 
being borne by current taxes. The lumpiness of c ertain large 
capital investments made borrowing well-nigh imperative. 

The objects of borrowing to which we have referred involve 
considerations with respect to apparently unavoidable ex- 
penditures, such as those for war or for socially necessary pub- 
lic improvements demanded by the community in order to 
maintain and improve modern standards of living. More re- 
cently, however, the sphere of public finance has been enor- 
mously broadened, owing to the political necessity imposed 
upon modern communities to pursue an ac tive policy with re- 
spect to the fundamental problem of unemployment. This is 
true whether viewed from the standpoint of unemployment 
incident to the fluctuations which we associate with the busi- 
ness cycle, or from the standpoint of unemployment of a 
structural character having to do with maladjustments in the 
world economy or the economy of individual nations, includ- 
ing the problem of chronic unemployment. 



1810 '20 '30 '40 '50 '60 *70 ’80 '90 1900 '10 *20 '30 '40 
Chart p. 

The Public Debt of France 

Sources: Figures for the years computed pom those given m 

Statistique g^^ri^rale dc la France — Annuaire statistique, ip33» pp, 204^6, Fig- 
ures for the years 19^2-36 from The Statesman's Yearbook, Macmillan, annually. 
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II. Public Debt versus Private Debt 

In an illuminating article in the Weliwirtschajtliches Ar- 
chiv for May, i937rPro lessor J0rgen Pedersen of the Univer- 
sity of Aarhus, Denmark, argues that many of the principles 
which one finds in the literature on Public Finance are based 
on reasoning derived from private finance.vfiHe conclude^ that 
the discussion of the pToblerns of public finance will continue 
to be confused as long as it is not clearly recognized that this 
analogy is false and erroneous.^ 

^^ith respect to consumption, the public and private econ- 
omies have indeed much in common.^olh must distribute a 
given income among different expenditure items in such a 
manner as to get the greatest possible benefitsTTor the public 
economy, no less than for the individual, it is important that 
waste be eliminated as far as it is humanly possible to do so. 

'With respect to production, employment, and income, how- 
ever, the analogy between the public and private economies 
leads to quite erroneous conclusions. 'Both, indeed, strive to 
maximize their income.-dSut this end can frequently not be 
achieved by the public economy if it applies the financial 
principles appropriate for the private economy.^or the indi- 
vidual it is important that his expenditures be kept below, or 
at least within the limits of, his income. ^or the state an in- 
crease of expenditures may freciuently increase the total na- 
tional income and improve the h.scal position of the state. The; 
individual is concerned exclusively with the effect of his ac-, 
tion upon his own business. The effect of his own economic 
activity upon other individuals is significant for him only in, 
so far as this, in turn, affects his balance sheet. The balanc^ 
sheet tells him all that he needs to know in order to judge the 
appropriateness of different lines of business policy. 

^Pedersen disclaims any originality in this conclusion. “Other economists 
have come to the same result, but unfoitunatcly most have forgotten to draw 
the relative contiete conclusions from their analysis. We are all so accustomed 
to the view of private business that it is difficult for us to liberate ourselves 
therefrom, even when we realize full well that in the case in hand another 
viewpoint is required.” Weltwirtschaftliches Arthiv, May, 1937, p. 469. 
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the case of public finance, however, it is quite otherwise, 
^he success or failure of public policy cannot be read from the 
balance sheet of the public houschold.Hit cannot be deter- 
mined by whether or not debt is being retired or assets ac- 
cumulated. ^he si^cess or failure of public policy can be 
determined only by noting the effect of expenditures, taxes, 
and loans on the total national income and on how that na- 
tional income is distributed. 

-The fiscal policies of the state cannot be conceived in terms] 
of the calculations of private enterprise but in terms of regu- 
lation and control, in terms of the impact of public policies i 
upon the functioning of the economy as a whole. 

We may therefore conclude [says Pedersen] that the financial 
transactions of the state, that is, the spending of money for certain 
purposes, the collection of taxes, the issuance of loans, and the 
crc aiion of means of payment, the fixing of rates and prices for 
state-controlled goods and services, are not economic decisions 
arrit ed at with a view to the balance sheet of the business of the 
Slate as such. We conclude that such a balance sheet tells us noth- 
ing about the appropriateness or economic soundness of the meas- 
ures taken. Such measures must rather be undertaken with a view 
to achieving an economic balance for the economy as a whole. 
1 heir appropriateness or soundness can be determined only in 
terms of their effect upon the welfare of the community as a 
whole. Politicians and statesmen are obsessed by the ideology of 
private business, and their good conscience therefore requires that 
their financial transactions correspond as far as possible to the re- 
cjuirements and practices of private business management. Through 
the force of circumstances they are often compelled to deviate seri- 
ously fiom this ideal, but such deviations are glossed over as much 
as possible. This ideological prejudice causes great damage, be- 
cause it prevents statesmen from acting with conscious knowledge 
of the real aims of public policy and on the basis of the require- 
ments of the relevant economic considerations.® 

"^The familiar popular analogy between private debt and 
public debt internally held is especially misleading. 

• Ibid., p. 478. 
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'■borrowing, as the term is commonly used, has two characteristics 
without which one could not speak of a loan: (i^there must be a 
transfer of the disposal over funds from one economic unit to an- 
other; (2y(fie burden of the borrower is distributed over a period 
of time during which repayment of the loan takes place. . . . 
’^hen, however, the state borrows from its subjects, neither of 
the two characteristics is present.^he state does not obtain the 
power of disposal over additional funds, for these funds wei^e al- 
ready within the realm of its power, and might, in fact, '^ave 
been obtained through taxation.® 

Thu^n internal loan raised by the state is not really a loan in 
the ordinary sense, since it possesses none of the essential char- 
acteristics of such a transactionr^here is no transfer of funds from 
one economic unit to another, and no burden is shifted to future 
generations.'" An internal loan resembles ordinary borrowing only 
in a purely formal way, and it is obvious that every analogy to 
private borrowing must be completely false. the raising of a 
loan by the state is not a mere accounting phenomenon, such as 
would be the transfer of sums of money from one account to an- 
other within a given enterprise; on the contrary the process has 
far-reaching consequences upon production and distribution.'^ts 
actual significance arises from the fact that, like ail other financial 
transactions of the state, it is a means of influencing production 
and the distribution of income, and it should be considered only 
as such.*' 

-^he statements just made on the nature of public debts are no 
new discoveries. has been recognized by most economists that 
internal debts must not be considered as debts in the ordinary 
meaning of the term, and that they do not represent the shifting 
of the burden to future generations. In view of this fact it is sur- 1 
prising that economists, who after all may be considered experts 
in economic matters, regularly seem to fall back into [lopular views 
whenever they are called upon to advise their govern men ts.'^^er- 
haps the most striking example is the Report of the British Com- 
mittee on National Expenditure, the May Committee.® The ma- 
jority of that Committee established the general principle that 

^ ‘'existing financial difficulties make it necessary for the nation like 

pp. 47«-75. 

7 Ibid,, pp. 473-74. 

8 Report of Committee on National Expenditure (May Committee), Cma. 
)p 2 o, ix>ndon, 1931 . 
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the private individual to consider seriously what it can afford and 
not merely what is desirable. Viewed from this standpoint much 
expenditure is unwarrantable at the present time, which, under 
more favorable circumstances, we should deem justifiable and even 
a wise investment of the national resources.'/ 'Iliis was written at 
the lowest point of the last depression when unemployment was 
the only alternative to additional governmental expenditures. The 
implied analogy with a private individual, who has to take ac- 
count of income and outgo if he is not to go bankrupt and whose 
financial status can be read from his balance sheet, and at the 
same time the falsity of this analogy are so clear that no further 
comment is required.® 

Another recent work which may be quoted in this connection 
is a book edited by Hugh Dalton entitled Unbalanced Budgets, 
which offers a review of the financial problems in a number of 
countries. In almost all the contributions the idea prevails that the 
incapacity of most states to balance tneir budgets is a deplorable 
disadvantage, that the repayment of public debts as such is a virtue. 

1 Even in Myrdal’s Report of 1934^^ there are traces of this lay- 
■ man’s opinion. No author has more strongly insisted upon the 
luntenability of the current analogy between public and private 
financial transactions than Myrdal himself.'ISJevertheless, he seems 
in his book to attach some importance to the nature of the state’s 
< capital and develops the idea that it is actually important, even 
apart from psydudogical effects, that the state's capital paust be 
kept constant, or must even be increased in the long run.Tlis argu- 
ments seem to imply that an increase in internal debt must burden 
the future budgets so much that no money would be available in 
the future for the normal and even probably increased social re- 
quirements; this is a view which cannot be maintained on the basis 
either of his own theoretical considerations or of experience. (Con- f 
sider, for example, the enormous increase of internal debt in 
Britain during the war and the share of her social expenditures 
in comparison with those of Sweden which has not increased her 
debt in the same proportion.) This argument was at the basis of 
Dalton’s proposal for a capital lev7 designed to extinguish a large 
part of (he public debt;’^iis proposal was prompted by the fear 

® Weltwirtschaftliches Archiv, May, 1957, p. 474 * 

Published by George Routledge and Sons, London, 1954. 

G. Myrdal, FinanzpolUikens ekonomiska verkningar, Stockholm, 1954* 
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that the sums necessary for the service of the debt would burden 
the budget so much that the natural increase of other expendi- 
tures would have to be curtailed^ This argument overlooks the 
fact that the sums spent for interest or repayment become income 
for the creditors, so that total income remains unaffected.^* 

While the above statement places the emphasis in th^ right 
place, it is nevertheless, unless properly qualified, ani over- 
simplification. The tax structure, through which the transfer 
of interest payments to bondholders is implemented, ma^ un- 
favorably affect the flow of consumption and investment. This 
fact is, however, implicitly recognized by Pedersen, for he 
keeps in mind the effect of fiscal policy as a whole — expendi- 
tures, loans, and taxes — upon the formation of income and 
upon the distribution of income. 

'-^V^hether a public debt should be reduced or not depends 
exclusively upc^n the general economic situation and not upon 
judgments derived from private accounting considerations. 

VV^hereas a single individual always improves his position by in- 
creasing his assets, the situation of a state does not necessarily im- 
prove by a corresponding proccdureVlt is quite conceivable that 
the reduction of public debt not only reduces the national income, 
but also that the fiscal position of the state may be deteriorated 
more by the repayment of debt than by the incurrence of further 
debt. . . . Whether retirement of debt should take place or not 
depends exclusively upon the expected effect upon production and 
income distribution and upon political circumstances which are 
connected with the political ends at the moment, and these will 
naturally vary from case to case.^'j 

IIL Public Expenditures and Productivity 

Ursula Hicks distinguishes three types of public debt: 
(a) dead weight debt, (b) passive debt, and (c) active debt. 
Dead-weiglu debt is one wliich is incurred in consequence of 

12 Ibid., pp. 475-76. 

i 5 //?Jr/., p. 478 

1^ U. R. Hicks, The Finance of British Government, jg20-ig)6, Oxford Uni- 
versity Press, 1938. 
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expenditures which in no way increase the productive power 
of the community, yielding neither a money revenue nor a 
future flow of utilities. The most conspicuous type of public 
debt thus incurred is, of course, tliat arising from war expendi- 
tures. Passive public debt is one incurred from expenditures 
which, while yielding utilities and enjoyments to the com- 
munity, such as public buildings, public parks, and the like, 
neither return a money income themselves nor increase the 
efliciency and productivity of labor and capital. An active 
public debt is one incurred in consequence of (a) capital ex- 
penditures on projects which are self-liquidating, and (b) ex- 
penditures of a charactei which, directly or indirectly, increase 
the productive power of the community, such as expenditures 
on [)ublic health or education designed to raise the efficiency 
of the people, or expenditures on the conservation and im- 
provement of the natural resources designed to increase the 
productivity of the nation as a whole. 

The public debt in England is the leading example of the 
first category — the dead-weight debt. The same is, in large 
measure, also true of the French public debt and of the federal 
debt in the United States. Since 1930, the United States 
notably has incurred a large public debt, a considerable part 
of which must be placed in the dead-weight category, spring- 
ing not fiom war expenditures but from the necessity of of- 
fering relief to the unemployed. In Germany the rise in the 
public debt sinc e 1933 had indeed the effect, as in the United 
States, of relieving unenqffoyment, but it was made incidental 
to a huge military progTam. Thus, the United States is the only 
gieat country which clearly shows a large addition to the 
dead weight debt growing out of relief expenditures. 

Historically, public debts in most countries have been 
mainly of the dead-weight type. Sweden is a notable excep- 
tion to this rule. Her public debt is today far more than 
covered by productive assets. Indeed, in Sweden in recent 
years the net income from state enterprises was approximately 
twice as large as the interest on the public debt. The public 
debt of state and local bodies in the United States falls, in 
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the main, in the passive public debt category. According to 
Edna Trull, approximately 15 per cent of the total state 
debt in this country is of the self-liquidating, active type, while 
the remaining amount represents a passive type of public 
debt. It is always difficult to distinguish, however, between 
expenditures which merely yield consumption utilities and 
expenditures which indirectly increase the productive |)Ower 
of the community. Public playgrounds and recreational ^[acili- 
ties give pleasure and enjoyment, but may also raise the morale 
of a people and make the nation vigorous and efficient. The 
distinction between active and passive debt has value for 
certain purposes, but it can also lead to the same confusion 
which is so often encountered in the history of economic 
thouglit with respect to so-called productive and unproduc- 
tive labor. 

Frequently one hears the comment that the payrolls of pri- 
vate industry are the source of die whole national income, 
that government is supported by business, that private enter- 
prise alone is productive. 

The early classical economists, led by Adam Smith, intro- 
duced a novel idea into economics — a new concept of pro- 
ductivity. The Physiocrats had held the view that agriculture 
alone was productive. Agriculture supplied the necessities 
of life for the agricultural population, and if there was a sur- 
plus left over, it was possible out of this “produit net” to sup- 
port the “unproductive” town population. 

It is not difficult to see how the Physiocratic concept of pro- 
ductivity was born out of the conditions emerging from the 
Middle Ages. Towns originally were simply the winter resi- 
dences of great feudal lords. The town population grew up 
around the court. It performed personal services, prepared 
food, made rich clothing and ornaments, jewels, laces, velvets, 
tapestries, clocks, and furniture. All this activity was sup- 
ported and sustained from the surplus which the lord was 

Edna Trull, Resources and Debts of the Forty-eight States, Dun and 
Bradstreet, 1937, p. 47. 
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able to draw from his domain. Without this surplus, life in 
the town would quickly ebb away. The town had no inde- 
pendent source of subsistence. It drew its sustenance from the 
country. 

Town life was a luxury which could only be supported out 
of a richly productive countryside. Town life could develop 
only so far as an agricultural surplus could be produced and, 
through feudal rights and privileges, drawn off from the land 
to enrich the town life of the landed aristocracy. If king and 
country were to become rich and powerful, it was necessary 
to encourage agriculture. Agriculture alone was really pro- 
ductive. All other pursuits were sterile and unproductive. 

As an explanation of the emergence of town life and the 
diversity of occupations, this line of reasoning was not with- 
out merit. But as an analysis of the functioning of a society 
advanced beyond the primitive stage of an exclusively rural 
community, it was hopelessly deficient. And as a basis for 
public policy, it led to ridiculous absurdities. 

The thesis that agriculture was the fountainhead of all 
wealth, that agricultural pursuits alone were “productive,” 
was once and for all disposed of in Adam Smith’s great book 
The Wealth of Nations. The view he challenged had seemed 
so self-evident and plausible that none had seriously ques- 
tioned it. Yet increasingly as manufacture and trade devel- 
oped, it was inevitable that sooner or later it would become 
apparent to an original mind that this thesis simply did not 
fit the facts of a more highly developed society. Yet it held 
sway not only in the popular mind, but was rationalized into 
a complicated method of thinking by the Physiocrats. 

The opening paragraph in The Wealth of Nations strikes 
directly at the foundations of the “produit net” philosophy. 
Smith regarded labor as the basic source of wealth. Through 
division of labor and exchange, productivity is increased. If 
one exchanges one’s agricultural surplus against the products 
of specialized and efficient town craftsmen, one increases his 
own product. The surplus sent to the town is sold in exchange 



FISCAL POLICY AND BUSINESS CYCLES 


148 

for products made more efficiently in the towns. The country 
does not support the town. Exchange with the town enricJies 
the country. 

Now, in point of fact, this analysis did not represent merely 
a new interpretation of the sa7ne facts. To some extent, the 
facts had changed. At the earliest emergence of town life the 
town, as we have noted, was simply a collection of fapiilies 
catering to the wants of the lord and his court. It had no\inde> 
pendent existence. The activities of the town represented the 
lord’s method of consuming his agricultural surj)lus. 

But, gradually, some of the mechanics of the town acquired 
an independent status of their own. They offered their own 
wares in exchange. Country barons and squires exchanged 
their agricultural surpluses for the products of the towns’ 
craftsmen. Thus, a real exchange developed between country 
and town. Both produced gocxls that satisfied wants, and both 
parties enhanced their productivity through the process of 
exchange. 

Tlie breakdown of feudal privileges in the French Rcvolu> 
tion developed and expanded this exchange process. The 
peasant, having accpiired a new status in relation to the land, 
was in a stronger position to retain control over his surplus 
product — the product in excess of his own consumption needs. 
This surplus he could exchange for manufactures made in 
the towns. By the time the development of social institutions 
had reached this point, it was possible to recognize that the 
country no longer supjiorted the town any more than the 
town supported the country. Each enhanced the productivity 
of the other through the division of labor and the exchange 
of products. It no longer had any meaning to say that agricul- 
ture was productive wdiile manufacture was not, or even that 
agriculture was more productive than manufacture. Both ac- 
tivities satisfied human wants. If all of the nation’s productive 
effort had gone into agriculture, the teal income would have 
been very muc h low^er. 

But while Adam Smith freed the thinking of his time from 
the Physiocrats’ narrow concept of [iroductivity, he failed 
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to liberate himself and his generation wholly from the basic 
Physiocratic error. While urging that manufacturing was 
equally as productive as agriculture, he nevertheless held that 
only those workers engaged in making material goods were 
really productive. Thus, he argued that not only menial serv- 
ants, but also "churchmen, lawyers, physicians, men of let- 
ters of all kinds, [)layers, buffoons, musicians, opera singers, 
opera dancers, etc." were unproductive laborers. It is remark- 
able that, once he had taken the first step in the right direc- 
tion. he should have made tliis error. If manufacture is pro- 
ductive, since it no less than agriculture satisfies human wants, 
surely the opera singer, the servant, the teacher are equally 
productive. Producers of pcisonal services also play a role in 
the system of division of labor and in the exchange economy. 
At a later stage in economic thinking the logic of Adam Smith’s 
own position, which he imperfectly applied, was pointed out 
and universally accepted by all economists. 

But the logic of this thesis is frequently challenged with 
respect to governmental expenditures. Ptiblic investment 
(parks, roads, playgiounds, hospitals), it is asserted, is in some 
sense unpioductive, while private capital expenditures are pro- 
diutive in cliaracter. Governmental payroll expenditures in 
Older to carry out the activities of government are regarded as 
less productive, or even as nonproductive, compared with 
private payroll expenditures. 

In discussing die productiveness of private business ex- 
penditures, it is important to make a sharp distinction be- 
iwQcn (a) the creation of a flow of real income of goods or 
services, and (b) the creation of new instruments of produc- 
Mon whicli increases the cHiciency of labor and results in a 
larger flow of real income than would otherwise be possible. 
The former is a utility-creating ex|Kmditure; the latter is an 
cfridency-creating expenditure. Investment which duplicates 
existing plants in accordance with the reciuirements of growth 
(as, for example, the erection of another radio factory) is of 
the former type. Investment in improved machinery is of the 
latter type. 
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The view that public investment is ‘‘unproductive/' while 
private investment is productive, will not withstand careful 
analysis. Public investment, just as with private investment, 
may be merely utility-creating or it may also be efficiency- 
creating. The development of a public park, swimming pool, 
playground, or concert hall makes possible a flow of real in- 
come no less than the erection of a radio factory. Public invest- 
ment in the national forest, by preventing soil erosio^ and 
floods, or the construction of school buildings, may conmbute 
to raise the efficiency of labor no less than private investment 
in improved machinery. Public investment, like private in- 
vestment, if wisely made will be utility-creating or both 
utility-creating and efficiency-creating. 

In addition to being (a) utility-creating and (b) efficiency- 
creating, public expenditures may also be (c) income-creating 
in the sense that they tend currently to expand income and 
employment. Indeed, from this latter standpoint, expendi- 
tures which are not efficiency- or utility-creating (such as war 
expenditures) may be quite effective. Thus, wars not only pro- 
mote employment during the emergency, but may stimulate 
postwar private investment by creating accumulated shortages 
in housing and in other investment areas. 

It is sometimes said that there is an important difference be- 
tween business expenditures and governmental expenditures, 
in that the former are self-sustaining while the latter are not. 
But this is not true. No private business can sustain its sales 
volume, unless the outla^^s ot other businesses and the govern- 
ment continue to feed the income stream. Nor is private busi- 
ness as a whole self-sustaining. It was not self-sustaining when 
the national income fell from $80 billions to $40 billions in the 
early thirties, nor indeed in any other period of depression. 
The sales receipts of private business, no less than the tax re- 
ceipts of government, depend upon the maintenance of a high 
national income. And the outlays of government can and do 
contribute to a sustained national income, no less than the out- 
lays of private business. Indeed, when private business out- 
lays decline, the government alone is in a position to go for- 
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ward and sustain the income through increased expenditures. 

When it is said that public expenditures are “sustained out 
of’ private income, it will be disclosed, on careful analysis, 
that the reasoning is precisely similar to that of the Physio- 
crats. Manufactures were sustained, it was said, out of the 
surplus product of agriculture. The real fact, however, was 
that, instead of applying all the productive resources of society 
to agricultural production, the real income of the community 
was raised enormously by diverting a part of the productive 
resources to manufactures. In like manner, under modern 
conditions, many wants can be satisfied at all only by govern- 
mental action, and in other cases more effectively by govern- 
mental action. Roads, streets, sewerage disposal, reforestation, 
flood control, parks, schools, public health, hospitals, low- 
cost housing, social insurance, public playgrounds, and other 
recreational facilities — all these represent ways of enlarging 
our real income far beyond what it could be if these things 
were not undertaken by government. These activities are 
utility-creating, and in part efficiency-creating, no less than 
the activities of private enterprise. The governmental ex- 
penditures are not “supported out of’ private enterprise any 
more than manufacture is supported out of the agricultural 
surplus. Just as the manufacturing population buys the sur- 
plus of agriculture in exchange for its products, so also the 
services of government enter into the exchange process and 
enrich the income stream. It is true that part of the exchange 
payment is in the form of taxes, but this fact in no way aitexs 
t\\e fundamental fact of exchange. The income of the popula- 
tion attached to any private enterprise is derived not merely 
from the sale of its product to other private industries, but 
also from the sale of its product to the population attached to 
governmental projects, including the construction of public 
works. In this process of exchange it is not true that any one 
segment of the exchange economy supports out of its surplus 

This is all the more true when it is a question not of diversion but of 
employment of idle labor and unused productive resources, as is the case in 
periods of depression or of chronic unemployment. 
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any other segment. Manufacturing is not maintained out of 
the surplus of agriculture, and government is not maintained 
out of the surplus of private enterprise. Each segment con- 
tributes to the total flow of real income, and each takes its 
share out of the income stream. 

In the sense that the most essential necessity of life — food 
— is produced by agriculture, it may be said that agriculture 
is basic to all other economic activity. This seems to give^t a 
sort of priority. But this priority has a meaning only in pripii- 
tive societies where it is necessary to devote all, or nearly all, 
of productive resources to the procurement of food. As a so- 
ciety becomes more productive, agiiculture loses its right of 
priority. The very superabundance of agricultural products 
implies that more emphasis must be placed u])on other eco- 
nomic pursuits. Manufacture, indeed, may now become the 
really important branch in that its products are relatively 
scarce in relation to the products of agriculture. In an agri- 
cultural surplus society, manufactures may assert a claim to 
priority. 

With increasing productivity, material wants are becoming 
more and more abundantly satisfied. It now becomes possible 
to satisfy more fully artistic and intellectual wants. Leisure 
itself becomes an economic good, more important than any 
further addition to food or clothing. And with leisure comes 
demand for recreational, artistic, and intellectual activities. 
And it is in this area that community and governmental activi- 
ties play an increasingly important role. 


IV. Economic Effects of Public Debt 

^he character of the expenditure for which debt is in- 
curred will determine whether the effect is (a) employment- 
creating, (b) utility-creating, or (c) cflic iency-creating, or some 
combination of these. The character of the expenditure will 
affect the standard of living, ^ut once the debt has been 
incurred, its subsequent impact upon employment and the dis- 
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tribution of income will be the same regardless of the pur- 
pose for which the debt was incurred.'^The magnitude of subse- 
quent real income will, indeed, vary according to the character 
of the expenditures made, but the functioning of the economy 
after the event will depend exclusively upon the magnitude of 
the debt and upon the type of tax structure designed to finance 
the interest payments. 

^t is of interest to inquire whether or not the enormous 
dead-weight debt in England, following the Napoleonic Wars, 
on balance impaired the great expansion of British industry in 
the nineteenth century.'^ must be remembered that this dead- 
weight debt was internally held and that, therefore, the high 
taxes required to service the interest on the debt flowed back 
directly again into the coinmunity.'^n examination of the tax 
structure prevailing in the early half of the nineteenth century 
would indicate that, in all probability, the huge dead-weight 
debt served to add to the flow of individual savings. T*^his is 
true for the reason that the taxes were heavily of the indirect 
type, which did not weigh severely on the incomes of the 
rich, while on the other hand the rich, for the most part, held 
the government bonds. Thus, funds were taken through taxes 
from the community as a whole and paid in the form of in- 
terest to the wealthy holders of bonds, whose incomes flowed 
largely into the stream of savings. According to the Colwyn 
Committee, “taxation in 1818 hardly touched the saving 
jiower of the wealthy. . . The Committee reports that, 
of a total tax revenue of £56 millions, £40 millions was raised 
by customs and excise duties, levied largely on necessaries, the 
income tax having been repealed as from April, 1815.^^ 

In a century which witnessed a rapid extensive expansion, 
revolutionary changes in technology, the emergence of new 
industries, the vapid dc\elopment of new territory, and an 
unprecedented growth in population, an inmortant limiting 
factor to ex})an.sion was the How of savingsrThe dead-weight 
debt probably served to siphon a part of the stream of income 
IT Committee on National Debt and Taxation, op. cit., p. 236. 
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from consumption into savings, and in this respect facilitated 
and encouraged the rapid expansionist development of the 
nineteenth century. 

There were, indeed, periods of greater or less duration in 
which this compulsory saving process clearly tended to create 
depressed conditions. Chapter 7 of Mai thus' Principle^ of 
Political Economy is a classic example of an illuminating anal- 
ysis which interprets the post-Napoleonic War depressioA in 
these terms. But, viewing the period from a long-run stand- 
point, the investment outlets were over the century ample, 
and the scarcity of investment funds was, on the whole, a 
limiting factor. 

In the Victorian era it is generally true that saving was left as 
a monopoly in the hands of the w^ealthier classes, who were allowed 
to remain in almost complete control of their riches. Jn our view 
it is impossible to justify the old distribution of taxation, even 
though it reduced interference with saving to a minimum. It is 
true that under it industry advanced enormously, and the standard 
of living improved for the whole community more than in any 
comparable period. Nevertheless, a tax system falling less on the 
purchasing power of the poorer classes and more on the savings 
of the richer might have been beneficial to production, as it cer- 
tainly would have been to immediate consumption.^* 

"^here are other directions in w’hich the dead weight public 
debt in the early nineteenth century acted as a stabilizing 
force.^he fact that rapidly growing financial institutions — 
the stock market, commercial banks, savings banks, and finally 
life insurance companies — had available an asset which was 
virtually riskless could scarcely fail to have had great signifi- 
cance for the secure development of these institutions."More- 
over, in the early period of capitalism, when enormous risks 
necessarily had to be taken in industrial ventures as yet un- 
tried and of a highly experimental nature, government bonds 
constituted a safety reserve which made it possible for capi- 
talists to achieve a reasonable balance between investment 

I* Committee on National Debt and Taxation, op. cit., p. 141 . 
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assets and speculative assets.^he “fact that a man holds a good 
block of War Loan and can rely on a nucleus of safe income 
may sometimes induce him to seek higher but less safe return 
on his other savings/' ^®^Had it not been possible to hold a 
large part of the assets in safe and secure government bonds, 
and to use these assets as a vantage point from which to make 
expeditionary excursions, so to speak, into untried and specu* 
lative investment territory, it can scarcely be doubted that the 
rate of bankruptcy in a highly dynamic and rapidly changing 
industrial system would have been greater than was the 
case. This holds true for the individual investing capitalist and 
fpr the rising industrial and trading firms and corporations. 

'^Indeed, it is difficult to see that the financial and industrial 
development of England in the nineteenth century could have 
proceeded with the degree of steadiness and security actually 
achieved had there been no large public debt available for 
secure investment. 

The main di sadvantage of the pu_blic_debt i n England in 
the nineteenth century was the weyjht which the taxation inci- 
denr”tlmrcto imposed upon the wage-earning dasse^'^^rom 
th^ short-run standpoint it depressed real wages, "^ut in a 
highly dynamic society the curtailment of consumption rap- 
idly brought about an expansion in the capitalistic process 
of production and thereby facilitated the progressive rise 
througliout the nineteenth century of the standard of living. 

It may be that the sacrifice of the present was too severe to be 
justified even by the rate of growth which it encouraged.'^! 
may well be that England in the nineteenth century, no less 
than Russia in the twentieth, but by different institutional 
processes, sacrificed present consumption too much in the in- 
terest of capital accumulation and a future rise in the standard 
of living. 

Question may now be raised whether,, in the altered condi- 
tions that currently confront Britain, '^n internal public debt/ ^ 
today has any of the advantages or the degree of advantage® • 
which has been suggested above. In the England of the nine- 

1® Committee on National Debt and Taxation, op. cit., p. 100. 
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teenth century a case can, we think, be made out for the thesis 
that'^ large public debt, substantially maintained but not 
allowed to rise, was, on balance, an advantage for expanding 
industrialismrit is probably true that, because of the economy 
imposed by a century of balanced budgets and even some re- 
tirement of debt, utility-creating public improvements, edu- 
cation and public health, w^ere unduly neglected. Whdther 
larger expenditures on such projects could have been financed 
adequately out of taxation without weighing unduly ei^ier 
upon the current necessities of life of the masses or upon the 
desirable volume of capital formation may be debatable.^om 
the Napoleonic Wars to 1845, and again from the early seven- 
ties to 1895, a considerable portion of the country’s productive 
resources was not fully employed. In the periods of prolonged 
depressions public expenditures of the character indicated 
could have been financed by borrowing (with some attendant 
monetary expansion) without, on the one side, encroaching 
upon capital formation or, on the other side, resulting in un- 
due price inflation. 

^he assumption that a large public debt is inherently and 
necessarily under all circumstances an evil is not warranted. 
-There are good grounds for believing that the post-Napoleonic 
debt exercised no depressing effect on the British economy 
and may, indeed, HFiave played an important role in the eco- 
nomic progress of that country in the nineteenth century. 
Tqually, we should not be justified if we concluded, without 
examination into the special circumstances of present-day 
/economic tendencies, that the high public debt in England in 
I the post- World War I period either depressed the standard of 
! living, or prevented an otherwise attainable increase in pro- 
ductivity, or intensified the volume of unemployment. Indeed, 
I it is not impossible that it may have acted in quite the oppo- 
'site directionv While the post-Napoleonic era called for a large 
flow of savings, there are grounds for believing tliat the decade 
of the twenties called for a larger .volume of consumption ex- 
penditures • relative to income. And while the public debt, 
considering the manner in which it was held in conjunction 
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with the then prevailing tax structure, encouraged saving in 
the post-Napoleonic era, in postwar England it may have 
acted to stimulate consumption, owing to the differences in 
the manner in which the debt was held and in the tax struc- 
ture.'^hereas the debt was formerly an instrument through 
which funds were siphoned from consumption into savings, 
so recently it has become, in part at least, an instrument to 
siplion funds from savings into consumptionrThis follows 
from the fa( t that the government debt has recently been held 
partly by savings and financial institutions, the beneficiaries 
of which constitute a large part of the British public, while 
on the other side the tax structure is sufficiently progressive 
as to weigh relatively heavily on savings and relatively lightly 
on consumption.^® Wc suggest that quite po^ibly the pub- 
lic debt for different reasons and under different economic 
circumstances, then and now, has served a useful purpose. 

- There is no reason to suppose that it is not important now, 
as in the nineteenth century, for financial and business insti- 
tutions to have available secure and safe investments, such 
as those offered by government bonds.'Tlurrently, the supply 
of government bonds relative to other securities is certainly 
very much higher than was true in the latter part of the nine- 
teenth century, though clearly it is not as high as in the early 
part of the nineteenth century. From the standpoint of the 
quantity available, no case can be made for the thesis that 
the quantity is inadequate for the needs of a well-balanced 
investment portfolio of financial institutions and of business 
corporatioiis."lt is clear that gilt-edged private securities are 
now available in much larger quantity than formerly and 
that, corrc;spondingly, there is less need for government ob- 
ligatioiis."^lndced, it may be argued that the current large 
volume of governmental securities is tending to displace and 
crowd out gilt-edged private securities which might other- 
wise have come into existence. 

20 “In regard to the standard 0/ saving, we conclude that the increased direct 
taxes have contributed appreciably to a pro rata decline in saving — not star- 
tling, but very substantial — below the pre-war amount,” Committee on Na- 
tional Debt and Taxation, op. cit., p. 241. 
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, Here we encounter the difficult question with respect to 
' the advantages and disadvantages of a large volume of private, 
fixed-debt obligations. Private debt obligations may, indeed, 
* be desirable enough from the standpoint of the investing 
institution, but^om the standpoint of the issuing institu- 
tion a large volume of such obligations, creating as it does 
a high burden of fixed charges, imposes a dangerous rigidity 
in an unstable economic world. Such rigidity is likel^ in 
turn, to reinforce and augment the tendency toward econoVnic 
instability, and has in certain instances, notably in the Case 
of the American railroads, resulted in a serious impasse which 
almost precludes the possibility of making necessary new in- 
vestments. 

It is evident that we are developing more and more institu- 
tionalized sources of savings. These naturally seek fixed debt 
obligations, whether gilt-edged private securities or govern- 
ment bonds. Thus, from the standpoint of those who offer 
funds in the financial and investment market, there is clearly 
an incentive on the part of industrial enterprise to issue debt 
obligations which are preferred to equities by the investor. 
As the recent Twentieth Century Fund studies have pointed 
out, however, this is a dangerous development, and legal reg- 
ulations controlling financial investment institutions, notably 
savings banks and life insurance companies, ought probably 
to be liberalized so as to permit them to hold a certain pro- 
portion of their assets in the form of equities. Any consider- 
able development in this direction, however, presupposes the 
combination of such equity holdings wdth an adequate vol- 
ume of highly riskless assets, either in gilt-edged private se- 
curities or in government bonds. From the standpoint of the 
flexibility of the economy as a whole, it is desirable that the 
industrial borrower should issue stocks rather than bonds. 
If, however, the financial investing institutions are to be en- 
couraged to hold equities so as to diminish the current ratio 
of private debt to private wealth, it is necessary that there 
shall be available an adequate volume of government secur- 
*1 Debts and Recovery, The Twentieth Century Fund, 1938. 
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ities in order to provide the appropriate balance for the port- 
folios of financial investing institutions. 

We now encounter the question 'llvhether a public debt 
imposes any such serious rigidity upon the economy as is the 
case with private debt. We believe that'lt does not. 'The in- 
terest on the public debt is serviced by taxation, the success- 
ful collection of which depends upon the maintenance or 
increase from the long-run standpoint of the national income 
as a whole. The solvency of the government is not subject to 
the risk of structural changes which may cause the decline, 
or even death, of certain industries and thus profoundly affect 
the income of private corporations. 'Moreover, the cyclical 
fluctuations of income are less serious for the government 
than for the private sector of the economy. Tn the first place, 
the incomes of many private corporations fluctuate far more 
violently than the income of the economy as a whole.'^Much 
more important, however, is the fact that the individual cor- 
poration with a low income in the depression phase of the 
cycle is placed in a dangerous financial sit nation. 'Corpora- 
tions witli a heavy load of debt may, in seriously depressed 
conditions, be forced into bankruptcy and may be unable to 
carry the interest burden, or at any rate unable to raise 
necessary new funds for expansion in the subsequent revival 
period.Che government is placed in no such dangerous sit- 
uation by reason of cyclical fluctuations of income. Tndeed, 
the government is not only able to, but may, to the advantage 
of the economy as a whole, engage in borrowing when the 
national income is temporarily low.^^^As long as the interest 
on the ’“public debt is well within the practical taxable ca- 
pacity of the government, taking the entire business cycle 
into consideration — and taxable capacity has very flexible 
limits, varying, however, with the financial integrity of the 
country — no questic^can arise with respect to the solvency 
of the government.'^nd in advanced countries, in which 

** The power of the government, through the open market operations of 
the Central Bank, to increase the funds available for the purchase of govern- 
ment bonds IS an important consideration. 
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there is a widespread interest on the part of the general public 
in the security of financial investments, such as savings and 
life insurance policies, the willingness to ^dertake taxation 
as an alternative to inflation is very strong.'ISuch a community, 
on the one side, has an enormous capacity to submit to tax- 
ation and, on the other side, can be expected to resist, the 
road of inflation so luring to more primitive economics in 
which the mass of the people had no stake whatever in'^the 
stability of the value of money. \ 

^hus, a dual financial system, which on the one side af- 
fords a large supply of governmental debt obligations tor 
secure financial investment, and on the other side encourages 
the issue of equity securities by private companies, may well 
be the desirable goaL Financial institutions with a large sup- 
ply of government obligations may safely invest a very con- 
siderable portion of their assets in common stocks. A rise in 
th£jpublic debt is thus not necessarily inconsistent with the 
requirement that private industry should more and more turn 
to”^quity financing and eschew the tendency so prominent 
ih’the decade of tlie twenties toward mortgage and bond financ- 
ijt^,* As far as the late twenties are concerned, it is, of course, 
true that the extremely inflated stock market encouraged 
many large corporations to retire their bonds by the issue 
of common stocks. 

In this connection it will be of interest to compare (a) the 
total amount of government debt obligations, federal, state, 
and local, (b) the total estimated volume of private debt 
in the form of bonds and mortgages, and (c) the value of 

28 It is particularly noteworthy that, disregarding short-run fluctuations, 
private debt has remained substantially equal to the national income during 
the last 40 years, as shown in the tollowing table. (See National Industrial 
Conference Board, Economic Almanac, and Private Long-term Debt and 
Interest in the United States.) 


Year 

NaVl Income • 

Private Debt 

190* 

I18.4 

Jiy.o 

1913 

315 

32.2 

>929 

82.9 

84.2 

»937 

71JI 

70.3 


* In billions. 
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common stock measured by the current market prices listed 
on the New York Stock Exchange. These data are given in the 
following table; 


Table XIX 

Gross Government Deht,^^ Total Private Debt in Bonds and 
Mortgages, Value of Common Stock 2® 


(in millions of dollars) 


Gross Government Debt, 1037 

Federal 

136.715 


State and Local 

19.152 


Total 


555.867 

Private Debt, 1937 

Railway 

13,109 


Industrial 

7.762 


Public Utility 

13,874 


Farm Mortgage 

7,082 


Urban Mortgage 

25,508 


Total 


570.335 

Value of Common Stocks, 1935-37 


$42,131 


V. Public Debt Controversy in the United States 

With respect to the role of public debt in the American 
economy, it is evident that a major revolution is already upon 
us. In three decades we have shifted from our nineteenth- 
century traditional position of virtually no public debt to 
a relatively high and rising public debt. For this there are 
three reasons: (1) the great increase in capital expenditures 
of local governments on capital projects, including roads, 
schools, sewerage disposal, etc.; (2) tlie World War of 1914; 
and (3) the Great Depression. To these must now be added a 
fourth — defense expenditures incident to the second World 

24 and 26 Surtfey of Current Business, January, 1939, p. 11. 

New Yoik Stock Exchange Yearbook, J937, p. 105. Average of first -of-the- 
month figures for 1935" 37 inclusive. 

27 See Temporary National Economic Committee Hearings, Part 9, Savings 
and Investment* 
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War. War, depression, and the growing need of large-scale 
consumers’ capital, which can be supplied only by the collec- 
tive action of the country as a whole — these are the develop- 
ments which in the last quarter of a century have led, and 
are leading, the way to a large and increasing American pub- 
lic debt. 

The history of the federal public debt over a span o^ one 
hundred and fifty years clusters around five major episodes: 
(i) the early period of federal expansion, (2) the War of 1^12, 
(3) the Civil War, (4) the first World War, and (5) the Great 
Depression. 

The increase in federal debt which occurred in each of 
the three middle periods has to do with war. Any controversy 
with respect to public debt in such periods is not likely to 
run in terms of fundamental considerations. Debate is likely 
to be limited largely to the practical problems of financing 
— the extent to which it is feasible or appropriate to finance 
the war from taxation. 

In the first and last periods, however, discussion with re- 
spect to the role of public credit ran in more general terms 
and disclosed deeper issues. The problem was not so much, 
or at least not so exclusively: How can expenditures inevitably 
imposed upon the country by imperious necessity best be 
met? The problem was in part: Shall the public credit be 
used as a positive instrument of government in order to reach 
certain desired ends? 

The first period was under the spell of the great leadership 
of Alexander Hamilton. Hamilton fought for a vigorous use 
of the public credit in order to strengthen the position and 
the power of the new federal government. He did not fear 
the growth of what, for his day, was a huge public debt. Hav- 
ing regard for the relative fiscal capacity of the federal gov- 
ernment then and now, one may confidently assert that the 
federal debt was larger at the end of Washington’s adminis- 
tration than it is at the present moment. 

Hamilton wanted to achieve certain goals for the new gov 
eminent. He could not achieve tlie ends he sought withou/ 
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the federal government’s incurring a large public debt. From 
this he did not shrink. Indeed, he argued that a considerable 
public debt, under certain circumstances, had definite ad- 
vantages for the economy. He urged a fearless use of the pub- 
lic credit within appropriate limits, not merely for govern- 
mental ends, but also to achieve certain economic objec- 
tives. 

To the horror of his opponents, who were eager to hold 
the public debt of the new federal government down to the 
lowest possible minimum, and whose aim it was to reduce it 
as s(KUi as possible to zero, Hamilton proposed not only the 
assumption of the foreign-held debt (which was generally 
agreed to as necessary in order to preserve the nation’s credit 
abroad), but also the assumption and funding of the Con- 
tinental and Confederation domestic debt and even of the 
Revolutionary debts of the states. Together, these totaled 
$79,125,000. For a struggling young government to assume 
a debt of over $79 millions was regarded by his opponents 
as a highly dangerous proposal. Hamilton defended it, how- 
ever, as the surest way of firmly establishing the new federal 
government. 

He went farther than this. In his First Report on the Pub- 
lic Credit, issued January 9, 1790, he listed three benefits 
which he believed the economy would derive from the debt 
He argued that merchants would, by reason of the public 
debt, be enabled to invest their unemployed capital in gov- 
ernment bonds. This would yield an added source of revenue, 
and so enable them to trade for smaller profits. Moreover, 
the bonds would provide a ready source of credit when the 
merchant needed it for commercial operations. Similarly, ag- 
riculture and manufactures, he argued, would be promoted 
by the existence of public debt, not merely on their own 
account, but also because “the merchant whose enterprise in 
foreign trade gives them activity and extension” is benefited 
in the manner indicated above. Finally, he maintained that 
the rate of interest would be lowered by reason of the in- 
creased supply of licjukl assets. Hamilton suggested that bonds 
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were, for certain purposes, virtually the equivalent of money. 
Accordingly, a large public debt would lower the rate of 
interest, ‘‘for this is always in a ratio to the quantity of money 
and to the quickness of circulation.’* Hamilton’s analysis is 
restated by Dunbar as follows: 

Hamilton saw that the revival of industry could only be acdom- 
plished by the aid of a sound mercantile credit, and tliat for\the 
growth of this the establishment and regular operation of public 
credit were necessary. He saw the advantage which must accrue 
to the community when the resources of individuals locked up in 
claims against the government should become mobile by being 
converted into negotiable securities having a recognized standing 
in the market.^* 

Such were the purely economic benefits which Hamilton 
saw in a public debt. From the standpoint of the new gov- 
ernment, he saw in the assumption of state and Clonfedera- 
tion debt a means of strengthening tlie central government. 

Through the continual amortization of the funded debt 
he maintained that funds would be “liberated, and will be 
ready for any future use, either to defray current exjjcnditures 
or be the basis of new loans, as circumstances may dictate.” 
Thus managed the public debt was conceived of as a sort of 
revolving fund. The principle of debt amortization he re- 
garded “as the true secret for rendering public credit im- 
mortal. . . . The successive liberation of the revenues, suc- 
cessively pledged, will afford resources that may almost be 
said to be inexhaustible.” Public credit he regarded as “a 
means of accelerating the prompt employment of all the abil- 
ities of a nation.” It is “not only one of the main pillars of 
public safety, it is among the princijxal engines of useful enter- 
prise and internal improvement.” 

Hamilton’s opponents charged him with being merely a 

28 C. F. Dunbar, “Some Precedents Followed by Alexander Hamilton,” Quar- 
terly Journal of Economics, 1888, pp. 32-59. 

29 Hamilton, First Report on the Public Credit; Second Report on the Public 
Credit. (See pages 46, 156-7, 170-2 in McKee’s edition Papers on Public Credit, 
Commerce and Finance, by Alexander Hamilton.) 
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slavish follower of Pitt and English financial theories. Jeffer- 
son wrote to Washington in 1792: “This exactly marks the 
difference between Colonel Hamilton’s views and mine, that 
I would wish the debt paid tomorrow; he wishes it never to be 
paid, but always to be a thing wherewith to corrupt and man- 
age the legislature.” Hamilton, however, denied the thesis 
imputed to him by his opponents that “public debts are public 
benefits” under all conditions. He was realistic and specific. 
He argued that with the problems then confronting the new 
government, both from the political and from the economic 
standpoint, the “proper funding of the present debt will ren- 
der it a national blessing. . . .” 

The Congressional debates disclose opposition to this view. 
A member from Georgia argued that England was a melan- 
choly instance of the ruin attending funding systems. 

To such a pitch has the spread of funding and borrowing been 
carried in that country that in 1786 their national debt had in- 
creased to £230,000,000 sterling, a burthen which the most san- 
guine mind can never contemplate they will ever be relieved from. 
If future difficulties should involve that nation still further, what 
must be the consccjuence? The same effect must be produced that 
has taken place in other nations; it must either bring on a national 
bankruptcy, or annihilate her existence as an independent empire. 
Hence, 1 contend that a funding system in this country will be 
highly dangerous to the welfare of the Republic; it may for the 
moment raise our credit and increase our circulation by multiply- 
ing a new species of currency, but it must hereafter saddle upon 
our posterity a burthen which they can neither bear nor relieve 
themselves from.®^ 

Hamilton was too keen to be befuddled over the “posterity 
burden” argument. He saw quite clearly what economists 
have alweiys pointed out, that it is not a question of posterity 
versus the present generation, but rather a question of trans- 
fer from one group (the taxpayers) to another group (the bond- 

Jefferson, Works, Volume III, p. 464. 

Thomas Benton, Abridgement of the Debates of Congress, February 9, 
1790. 
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holders) — both groups being members of the same genera- 
tion. Hamilton argued that there was merely a transfer of 
capital to the amount of the annuity from those who pay to 
the creditor who restores it to circulation.®* 

Hamilton, arguing that certain positive economic benefits 
would accrue to the nation from a public debt, was con- 
fronted with the familiar reductio ad absurdiim argument: 
If this is so, does it not follow that the more debt the better? 
Hamilton’s answer was precisely the correct one to all suth 
arguments, namely, that we must never lose sight of balance 
in economic life. It may be a good thing under certain cir- 
cumstances to lower the price of steel by lo per cent, but it 
does not follow that it must be good economic policy to force 
a reduction by, say, go per cent. It may be desirable to realign 
the foreign exchange value of a currency by 20 per cent, but 
it does not follow that an 80 per cent depreciation is desira- 
ble. And so for all economic policies. Hamilton put it as 
follow’s: 

There are respectable individuals who, from a just aversion to an 
accumulation of public debt, are unwilling to concede to it any 
kind of utility; who can discern no good to alleviate the evil with 
which they suppose it pregnant; who cannot be persuaded that it 
ought, in any sense, to be viewed as an increase of capital, lest it 
should be inferred that, the more debt, the more capital, the 
greater the burthens the greater the blessings of the community. 

But it interests the public councils to estimate every object as 
it truly is; to appreciate how far the good in any measure is com- 
pensated by the ill, or the ill by the good: either of them is seldom 
unmixed. 

Neither will it follow that an accumulation of debt is desirable 
because a certain degree of it operates as capital. There may be a 
plethora in the political as in the natural body; there may be a 
state of things in which any such artificial capital is unnecessary.®* 

82 Papers on Public Credit, Commerce and Finance by Alexander Hamilton 
(McKee edition, pp. 216-17). 

88 See Report on Manufactures, December 5, 1791 (McKee edition, op. cit.). 
Hamilton also notes the effect of an excessively large jrublic debt on wealth 
concentration, the debt “serving only to pamper the dissipation of idle and dis- 
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Defending his own position, he admitted that he had 

explicitly maintained that the funding of the existing debt of the 
United States would render it a national blessing; and a man has 
only to travel through the United States with his eyes open, and 
to observe the invigoration of industry in every branch, to be 
convinced that the position is well founded. 

But whether right or wrong, it is quite a different thing from 
maintaining as a general proposition that a public debt is a public 
blessing; particular and temporary circumstances might render 
that advantageous at one time which at another might be hurtful.®^ 

Hamilton’s position was vigorously opposed by Gallatin, 
wlio consistently resisted any increase in debt and continually 
sought to reduce any existing debt. This was true long l:)efore 
he became Secretary of the Treasury. As Senator from Penn- 
sylvania from 1795 to 1800, he fought the financial measures 
of the Administration. War was by many thought imminent, 
and this presented squarely the problem: Should the govern- 
ment increase its debt or neglect its defenses? The Federalists 
(lid not hesitate to choose an increase in tlie debt in order 
to achieve a substantial army and navy. Gallatin, holding a 
large public debt to be a menace, believed the national safety 
and security could best be promoted by spending less on de- 
fense and more on debt reduction. For him, the discharge of 
the public debt became an uncompromising dogma. Jeffer- 
son and Madison supported his principle, but rvere sufficiently 
realistic to modify the policy when circumstances justified 
large governmental expenditures necessitating an increase in 
the national debt. Thus, Jefferson’s ideas with respect to the 
pi’.blic debt did not prevent him from embarking upon large 
expenditures springing from the war with Tripoli and the 
purchase of the Louisiana Territory. Gallatin, however, with 
singleness of purpose and rigorously adhering to his dogma, 
opposed both. In 1807 the threat of war brought further 

solute individuals," and making the sums required to pay interest oppressive, 
i'hc latter would be paiticularly tiue in a society such as Hamilton’s which 
relied mainly on consumption taxes. 

Letter to Philadelphia Gazette, September 11, 179*. 
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sharp increases in expenditures, followed by reductions in the 
next two years. But the War of 1812 blasted Oallatin/s hopes 
of paying off the debt, and he resigned as Secretary of the 
Treasury. The debt had risen from $45 millions in 1811 to 
$100 millions in 1814. 

TJie particular economic arguments advanced by Haniil- 
ton in support of the use of public credit have, of course, little 
relevance to the controversies of today. ^Vhat is of interest 
for us is not the particular form of bis argument (except for 
his recognition that an internally-held debt represents a trans- 
fer and not a burden), but rather the fact that he resisted 
the general dogma that public debts are inheiemly bad. He 
was realistic in his approach. His opponents were dogmatists 
who insisted that a public debt is. at all hazards, to be avoided 
except under the painful necessity of war; that no benchts 
may be derived from the use of the public ciedit from the 
standpoint of the economy; that its consequences are all harm- 
ful; and that, if unavoidably incurred, it should be reduced 
to a minimum at the earliest possible moment. Hamilton rec- 
ognized public credit as a useful instrument of governmental 
policy. The economic ends he sought were, for the most part, 
not the ends we seek today, but the principle is still valid. 

It is necessary to look behind the instrument to the economic 
realities and to the results which can be expected to flow from 
the use of the public credit. 

Vlc^Limits to the Public Debt ” 

Considerations with respect to the magnitude of the pub- 
lic debt involve an analysis of the very difficult concepts of 
taxable capacity and taxable income. Taxable income may 
be defined narrowly as that portion of the national income 
which passes through the commercial maiket and which is 

8® Compare David M. Wright, "'The Economic Limit and Economic Burden 
of an Internally Held National Debt," Quarterly Journal of Economics, No- 
vember, 1940; also chapter by R. A. Musgrave and B. H. Higgins in Public 
Policy, Vol. II, Annual Yearbook of the Graduate School of Public Adjninis- 
tration, Harvard University, 1941. 
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received in the form of money. Obviously, however, a very 
considerable part of the national income is received in the 
form of services without passing through the money price 
mechanism. In the broader sense, therefore, taxable income 
may be said to include not only the monetary income upon 
which the tax collector can lay hands, but also that portion 
of the income received directly in the form of services, 
whether rendered by the government or by individuals 
(housewives, for example) without monetary recompense. 

The term “taxable capacity” may thus be defined in vari- 
ous ways. Taxable capacity may be conceived of in terms 
of (a) the money income, (b) the money income plus the 
income derived from free governmental services to which, 
however, a fee might have been attached, and (c) the entire 
income of the community, whether derived within the price 
mechanism in the form of money receipts or outside of the 
price mechanism in the form of directly consumed utilities 
and services. 

The question now arises what types of governmental ex- 
penditures may increase the taxable capacity or the taxable 
income. Clearly, governmental capital expenditures which 
are remunerative in character and produce a money income 
are precisely similar to private capital expenditures. More- 
over, expenditures which increase the flow of utilities and 
services (such as parks and playgrounds), but for which no 
commercial price or fee is charged, may, nevertheless, fur- 
nish quite legitimate ground for permitting an increase in 
the national money income sufficient to permit the transfer 
payments without encroaching upon the monetary income re- 
maining in the hands of the public, and which would be 
available for private investment and consumption expendi- 
tures. An increase in real income justifies a corresponding 
monetary expansion, whether springing from an increased 
output of goods and services placed on the market by pri- 
vate entrepreneurs, or from goods offered freely by the gov- 
ernment without price or charge. Monetary expansion equal 
to the rise of real income does not mean price inflation. In- 
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deed, without an increase in the money supply (assuming ve- 
lociLv cuiistaru) die tramicr of funds through the public fisc 
would tend to cause deflation. 

Thus, public investments, the services of which are offered 
without charge to the community, may through appropriate 
monetary expansion increase the taxable capacity in the 
sense of increasing the taxable money income. That they 
increase the taxable capacity is perfectly clear if the benefits 
from such investments are placed within the framework of 
the price mechanism by charging a fee for the services ren- 
dered, and if the monetary authority j)ermits a sufficient 
monetary expansion to allow the collection of such fees 
without encroaching upon the monetary transactions of the 
private sector of the economy. All this will be equally true 
if we substitute a general tax levy in lieu of the special fee 
attached to each service rendered. 

The monetary taxable capacity and monetary taxable in- 
come can, of course, quite easily be increased (once full 
employment by the loan expenditure method is reached) suffi- 
ciently to match the increased taxes, so that no encroach- 
ment upon the monetary funds available for the purchase 
of goods privately produced need occur. Thus, the receipt of 
a certain quantity of free goods would justify a monetary 
expansion. When private capital expenditures result in addi- 
tional output of commodities or services, a monetary expan- 
sion adequate to circulate these goods at a profitable price is 
justified. Ecjually, when the government provides free serv- 
ices, some appropriate monetary expansion is justified. This 
would permit the collection of taxes sufficient to cover the 
expenses of operation, together with amortization and in- 
terest charges, without any reduction in the media avail- 
able for monetary transactions. In so far as the governmental 
expenditures call forth the utilization of unemployed re- 
sources which otherwise would not be used, not only is the 
taxable income increased, but the increase is dependent 
upon such outlays. In the event that full employment has 
already been reached, any further expansion of governmen- 



THE GROWTH AND ROLE OF PUBLIC DEBT 


171 

tal services would encroach upon, and become a substitute 
for, real income privately produced. But there is no a priori 
reason to suppose that the magnitude of the real income will 
be any smaller in the one case than in the other. 

A second consideration with respect to the size of public 
debt has to do with the relation of debt to prices. The fear 
is frequently expressed that an increasing public debt must 
eventually produce a price inflation. This conclusion is not 
justified. No general statement can be made without an ex- 
amination of the special circumstances in each case. The 
deficit may be financed by: (a) borrowing from the banks, 
(b) borrowing from accumulated idle balances held by cor- 
porations and individuals, and (c) borrowing from the cur- 
rent income of the individuals and corporations. The first 
method of financing results in an expansion of the money 
supply (demand deposits); the second results in an increase 
in the velocity of circulation. Whether new money is created 
or idle money is put to active use, in either case the income 
stream (MV^) is increased. But this process will not cause a 
price inflation as long as it is possible to match the increas- 
ing stream of money income with a corresponding increase 
in flow of real income. In short, as long as there are unem- 
ployed resources neither of these methods of financing a 
deficit constitutes a dangerous threat to price stability. 

Once full employment is reached, it is no longer possible 
to increase appreciably the flow of real income. At this point 
it becomes necessary, if price inflation is to be avoided, to 
stop any further increase in the money income stream. But 
it does not follow that even in this situation a continuing 
deficit must necessarily produce price inflation. What is true 
is that the deficit must no longer be financed by monetary 
expansion. If, however, the deficit is financed by diverting 
a part of the current imome stream to the government 
through borrowing from the public, there is no ground for 
fearing inflation. A continuing deficit, even at full employ- 
ment, need not result in price inflation. 

Continued governmental expenditures would be necessary 
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to maintain full employment if, in the absence of such a 
program, a part of the income stream would otherwise be 
diverted into idle balances. Income, output, and employment 
would, accordingly, decline. By diverting these otherwise 
idle funds into spending channels, the money income stream 
can be kept flowing and the real income maintained. But 
this process would not result in price inflation. As longlas 
the deficit is financed by borrowing from the current strea\n 
of savings, a continued increase in the public debt will not 
of itself produce inflation. 

It is sometimes argued that the mere size of the public 
debt may cause inflation. This argument rests on the sup- 
position that a huge debt represents a heavy burden upon 
the community and strains the taxable capacity of the gov- 
ernment. It is said that the government may find it impos- 
sible to carry on its normal operations and, in addition, to 
meet the interest obligations on the debt. Accordingly, so 
it is argued, the government may be compelled to resort to 
the printing press, and thus an inflation will be produced.’* 

This rea.soning is essentially erroneous. .\n internally-held 
debt represents a transfer of funds within the community. 
It is true that attention must be paid to the character of the 
tax structure through which the transfer payments are ef- 
fected. Finally, in appraising taxable capacity it is necessary 
to keep in mind both aspects of fiscal policy — expenditures no 
less than taxation.*' 

sflThe inflation experience of Germany in the postwar period is sometimes 
cited. It is not po.ssibIe at this point to consider the maze of special circum- 
stances* including quite unsound public policies* on the part of both Germany 
and the Allies, which produced this inflation. For the purpose in hand, it is 
sufficient to point out that Germany’s internal debt in relation to income w'as 
not as large as England’s. The inflation can adequately be explained on other 
grounds. 

87 Confronted with a national debt equal to twice the British national in- 
come* the Colwyn Committee was nevertheless able to conclude as follows: 
“In our opinion the present taxation — even in conjunction with the loss of 
material wealth due to war expenditure, which lies behind the National Debt 
— is not one of the main causes of industrial difficulty. ... So far as taxation 
is concerned, we think that, if general conditions improve and times become 
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Too frequently discussion with respect to the problems of 
a rising public debt and ability to service the interest charges, 
proceeds on the assumption of a static national income. This 
assumption is highly unrealistic. To make the system of free 
enterprise workable, it is absolutely necessary to ensure a ris- 
ing national income. Should the income remain stationary, 
rising per worker productivity would imply an ever-growing 
volume of unemployment. A static national income, with or 
without a rising public debt, would wreck the economic order. 
During the nineteenth century, and up to the first World 
War, tlie real national income in the United States increased 
by around 4 per cent per annum. We cannot expect this rate 
of increase in the future, owing to a much slower rate of popu- 
lation growth. But we have a right to expect in the next half 
century a rate of increase in real and money income of s> or 2% 
per cent per annum. In fifty years this would give us a national 
income of around $250 to $300 billions of dollars at 1940 
prices. 

The popular belief that a large public debt tends to pro- 
duce inflation has, no doubt, arisen in part from the fact 
that price inflation in wartime has usually been associated 
with a large increase in the public debt. It is, of course, true 
that vast war expenditures piled on top of private expendi- 
tures (inadequately curtailed by taxes or by borrowing from 
current income) will produce an inflation. But this is quite 
another matter. The cjuestion here has to do partly with 
the magnitude of the expenditures and partly with the man- 
ner in which they were financed. A too rapid increase in 
debt, particularly when it is accompanied by a rapid increase 
in bank credit, will produce an inflation. But it does not 
follow from this that a large debt once reached will result in 
inflation. Once the expenditures are over, the magnitude of 
the debt per sc will not produce inflation. 

It is true that a country with an enormous debt will have 

more prosperous, the burden will be carried with comparative ease.” Cmd. 2800, 
P* «45- 
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a larger budget owing to the interest charges. Accordingly, 
if the national income is allowed to fall drastically, tax re- 
ceipts will fall sharply and a large deficit will be incurred — 
larger by reason of the debt. But under these circumstances 
the government will be compelled to cope with a deflation- 
ary situation, not an inflationary one. ( 

The argument may, however, shift from inflation to defla- 
tion, and the question is raised: Is it not likely that a huge dcln 
will cause deflation? This view appears superficially to dra\y 
support from the observed events following a great war. It 
is noted that, in these circumstances, countries saddled with 
a great debt frequently experience a seiious postwar defla- 
tion. The difficulty, however, does not arise from the magni- 
tude of the debt, but from the strenuous effort made to re- 
pay a large part of the debt. In the absence of a vigorous 
private investment boom, the retirement of any considerable 
part of the debt will produce deflationary consequences.®® 
What has been said with respect to inflation and distribu- 
tion of wealth and income implies that there are limits to the 
public debt which, if exceeded, will tend to affect tlie work- 
ability of the economy. But these limits must be conceived of, 
not in terms of a fixed amount or a static situation, but in 
terms of a dynamic process. Account must be taken of rates of 
change and the magnitude of the public debt in relation to 
other magnitudes, especially the ratio of debt to national in- 
come. With respect to rates of change, a too rapid increase in 
loan expenditures at full employment will produce inflation. 
With respect to proportionality, a large debt in relation to na- 
tional income may imply a disproportionate amount of wealth 
invested in government bonds and held by the wealthy classes. 

88 The case of the United States in the decade of the twenties is often cited 
as an example of the wholesome economic clTccis of a program of debt re- 
tirement, It should be noted, however, that puJdit debt as a whole, including 
federal, state, and local, did not decline in thi.s decade. Moreover, the accumu- 
lated shortages (housing, for example) caused by the war, together with other 
factors, produced a vigorous investment boom. Under these circumstances, some 
net retirement of total public debt (federal, state, and local) might have been 
desirable. The retirement of federal debt in fact, however, merely offset the 
rise in state and local debt. 
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The rentier class might accordingly become too large at the 
expense of the active elements in tlie country. Even an ideal 
tax structure will restrain more or less the inducement to in- 
vest, and a regressive tax structure will unduly restrict con- 
sumption. Diversion of a large part of the income stream into 
interest payments on government bonds would tend to raise 
the propensity to save, thus intensifying the savings-investment 
problem. 

Much of the discussion about the limits of the public debt 
is wholly unrealistic. There are no rigid and fixed limits. The 
problem is a manageable one, and can best be taken care of by 
ensuring that taxation is adequate: (1) to prevent inflation 
and (2) to provide a reasonably equitable and workable dis- 
tribution of wealth and income. Within the limits set by these 
criteria, it is possible to determine, according to varying cir- 
cumstances, what proportion of public expenditures may ad- 
vantageously be loan-financed and what proportion should 
be tax-financed. 


Vll. Controlled Borrowing 

There are three ways in which governmental expenditures 
designed to secure full employment may be financed: (1) 
by the creation of interest-free, or virtually interest-free, 
money, (2) by borrowing at the market rate, and (3) by taxes. 

There are many who favor a strong expansionist fiscal 
policy, but who wish nevertheless to avoid an increase in 
the public debt. Some wish by highly progressive taxes to 
balance the budget at an expenditure level sufficiently 
high to produce full employment. Others would regard such 
a tax structure as altogether too repressive, and favor financ- 
ing the expenditures from interest-free money. 

Crude greenbackism, that is, the printing of paper money, 
is no longer seriously proposed. Even during the financial 
stress of the first Woild War no government resorted to this 

I'hc phiase is here used in the sense commonly employed, namely, tax re- 
ceipts adequate to cover all expenditures, including both operating and capital 
expenditures. 
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practice. The essential reason, of course, is that under mod- 
ern conditions notes or currency are relatively little used as 
means of payment. Modern money consists of demand de- 
posits, and so “modern greenbackism” seeks to devise schemes 
by which deposits can be created without the incurrence of 
interest-bearing debt. I 

Various methods to implement the latter proposal h^ve 
been suggested. The Federal Reserve Banks might be ac- 
quired by law, at the request of the Secretary of the Treas- 
ury, to make interest-free loans to the government. Treasury 
deposits thus created at the Federal Reserve Banks would be 
spent in the usual manner by the government on public 
works and even on regular expenditures. Objection to this 
proposal could be raised on the ground that the spending 
of such deposits would create excess reserves, precisely as 
in the case of the spending of deposits created by the issue 
of gold certificates to the Federal Reserve Banks. To this 
some have replied that excess reserves are not important 
(and perhaps even to be welcomed), and others have sug- 
gested that this problem could quite well be taken care of 
by adopting the ‘‘hundred per cent reserve'* plan, or else by 
giving the monetary authority unlimited powers over the 
reserve requirements. Another proj)osal which avoids the 
excess reserve problem is to compel the commercial banks 
to make interest-free, or virtually interest-free, loans to the 
government. Thus, the London Economist suggested that 
in the case of war loans the banks should be compelled to 
take government bonds at one half of 1 per cent interest. 
In view of the extraordinarily low rate on short-term Treas- 
ury bills, and in view of the large amount of these pur- 
chased by the banks, it could be argued that this proposal 
was, in effect, substantially carried out in the United States 
in the period 1933-36. 

The paper money issued by the American colonies, while 

*^See “The Technique of Inflation,** London Economist, January 27, 1940. 
Sec also A. A. Berle’s proposal in Hearings Before the Temporary National 
Economic Committee, Part 9, Savings and Investment. 



THE GROWTH AND ROLE OF PUBLIC DEBT 177 

at times used to help finance wars, was typically issued as 
loans to finance private business. The rate of interest was 
commonly 5 or 6 per cent. The loans were secured by mort- 
gages on land and houses and were to be paid back in an- 
nual installments. Yet, in part, the issues were used to finance 
the government on an interest-free basis. These paper money 
issues were successfully made in the Middle Colonies, espe- 
cially Pennsylvania, New York, New Jersey, and Delaware, 
but with rather unfortunate consequences in some colonies. 
Benjamin Franklin relates in his Autobiography his part in 
the paper money movement in Pennsylvania. Besides pub- 
lishing the first book supporting the issue of paper money, 
he himself wrote, in 1729, ‘‘A Modest Enquiry into the Na- 
ture and Necessity of a Paper Currency.*’ 

Pennsylvania made new issues periodically for about half 
a century, beginning with 1723. During the first half of this 
interval the price level remained substantially stable, but 
rose about 30 per cent during the second half under the im- 
pact of larger issues used to help defray the expenses of 
the French and Indian Wars. This successful paper money 
experiment is summarized by a contemporary as follows: 

“The singular prosperity of the province may be attrib- 
uted chiefly to the economical habits of the people and the 
genius of their jurisprudence, partly to the prudent policy 
of promoting enterprise by feeding circulation with loans of 
paper money, gradual yet moderate.” 

The modern banking system, with its freedom to create 
demand deposits on a fractional reserve basis, essentially is- 
sues “paper money” through the loan-deposit operations. 
And this “multiplication of currency” has given us an ever- 
expanding money supply corresponding more or less to the 
increasing volume of trade. If, however, the banking system 
is called upon to finance the government deficit, there might 

*5 See Richard A. Lester, Monetary Experiments, Princeton University Press, 
1939. This book, carefully documented, gives a wealth of information on paper 
money experiments in the American colonies. 

*2 George Qialmers, Introduction to the History of the Revolt of the Amer- 
ican Colonies, quoted in Lester, op. cit., p. iii. 



178 FISCAL POLICY AND BUSINESS CYCLES 

be no relation between the requirements of trade and the 
money supply thus created. If the deficit is large — $3 or $4 
billions per annum — the continued growth in demand de- 
posits would quickly outrun the secular rise in output. Con- 
trary to the crude monetary theory, we know, however, .that 
this situation does not necessarily produce a price inflation, 
but may only result in a decline in the velocity of circula- 
tion. In the absence of private investment outlets adequate 
to produce full employment, the governmental expenditures 
could be controlled so as to prevent a price inflation. Rut 
if large governmental expenditures are required to promote 
full employment, and if the deficit is financed heavily by 
bank credit and not out of savings, the money supply will 
continue to rise, and may rise far more rapidly tlian the 
upward trend in the physical volume of trade. 

The multiplication of the money supply at the beginning 
of a recovery from any considerable depression is desirable. 
The means of payment are inadequate at this point to cir- 
culate a full-employment output of goods and services. At 
this point it is, therefore, permissible to finance a part of 
a governmental recovery program through the sale to banks 
of low-interest-bearing, short-term bills. But a progressive 
multiplication of money beyond the requirement of market 
transactions drives interest rates on government and gilt- 
edged securities to an artificially low level. Not only are 
the banks deprived of reasonable earning assets adequate to 
support the expenses necessary to furnish the public bank- 
ing services, but, in addition, social security trust funds, 
savings banks, life insurance companies, and educational and 
other nonprofit institutions are deprived of a reasonable re- 
turn. These services must, therefore, be financed in some 
other way. 

Thus, the apparent escape from the payment of interest 
charges, it turns out, entails expenditures by the community 
elsewhere. Moreover, there is something wholly artificial in 
the continued multiplication of money far beyond the re- 
quirements of trade. Pushed to its logical conclusion it 
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means, in fact, the gradual ‘‘euthanasia of the rentier/' 

It is just liere that a strong case can be made for a con- 
tinuing deficit corresponding to the requirements of thrift 
savings streams. Life insurance, savings banks and other 
thrift institutions, baby bonds, and social security trusl 
funds have taken in recent years annually about $3 bil- 
lions of government issues. Institutional thrift streams 
rightly seek, wholly or in large measure, the safest type of 
security: namely, government bonds. A wide diffusion of 
property ownership is thereby encouraged. There is thus a 
solid basis in these thrift streams for controlled borrowing. 
Here one finds a reconciliation between the principle of thrift 
and goveinmental loan expenditures.*^ 

In so far as tlie government can borrow from small savers, 
an increase in the public debt will not prove unfavorable to 
an e(|uital)le distribution of wealth. But if the growth in the 
public debt is very rapid, it will not be possible for rela- 
tively small savers to take any large proportion of the new 
scciuities issued. They will be absorbed by the rich and the 
well to do, and by laige corporations. A rapid growth in the 
public debt is, therefore, likely to intensify the inequality 
in wealth distribution. This is the most fundamental objec- 
tion tliat can be raised against financing mainly by borrow- 
ing. 

To mitigate this inequality in wealth and income it is 
necessary to finance the large proportion of government ex- 
penditures from taxation. Indeed, this is the primary func- 
tion of a steeply progressive tax structure. Were it not for 
the fact that a rapidly mounting public debt tends toward 
wealth concentration, borrowing is ahvays to be preferred 
to taxation, since borrowing is always a more expansionist 
metliod of financing expenditures. Expansion should, of 

*8 As I have often stated, I do not favor large accumulations of social security 
reserves. Except for contingency reserves, this part of the current thrift stream 
should be eliminated. 

is true that baby bonds have been taken largely by wealthy individuals. 
But it is believed that the “baby bond plan'* could be implemented so as to 
reach a large number of small savers. 
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course, always be restricted to the point of reasonably full 
employment in order to prevent price inflation. In the event, 
however, that huge governmental expenditures must be 
made (as in wartime), taxation serves a further purpose. Di- 
version of resources from private consumption to war put- 
lays becomes absolutely necessary, at least when the economy 
approaches full employment. If this diversion is not achieved, 
if the war expenditures are piled on top of private expendi- 
tures, inflation of commodity prices will inevitably follbw. 
Taxation is a powerful device to achieve this diversion of 
resources. And this is especially true of taxes which weigh 
heavily on private consumption. 

With respect to income distribution, it may be noted that 
historical studies, fragmentary as they are, point to the re- 
markable conclusion, suggested by Pareto, that the slope 
of income distribution lias remained relati\c*ly constant in 
widely diverse periods in modern history and in different 
countries, despite the varying institutional arrangements 
which have emerged in consequence of modern social and 
political movements. It is a remarkable thing that the slope 
of income distribution in England, according to the studies 
of Sir Josiah Stamp and others, was apparently substantially 
the same in 1920 as in 1800, despite the fact that there had 
intervened between these periods the prodigious rise of mod- 
ern machine industrialism, the emergence of trade-unions, 
the development of labor legislation, the rise of the modern 
corporation, the expansion of world trade, the revolution 
in the character of taxes weighing on production costs, and 
the upheaval of the first World War itself. Similarly, in the 
United Slates, the researches of Willford I, King and the Na- 
tional Bureau of Economic Research point to the conclusion 
that the slope of the income distribution was not greatly 
altered in this country over the period of the last century. 

This remarkable apparent fact has led certain writers to 
the conclusion that some imperious necessity fixes the in- 
come distribution so that it may be regarded as more or less 
of a natural phenomenon. One basic ground for such an as- 
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sumption is, of course, the distribution of native capacity 
in any population, which distribution has probably not 
changed materially over many centuries. Given this distribu- 
tion of native capacity, there is at least some warrant for 
the belief that institutional arrangements are less powerful 
than is sometimes supposed in altering the manner in which 
the income is distributed. As long as we stick rigorously, as 
income statistics usually attempt to do, to the primary dis- 
tribution of income — that is to say, the distribution of in- 
come to the factors of production prior to taxes on income 
— a sufhciently adequate reason for this historical develop- 
ment may, perhaps, be found in the pricing process. More 
and more, however, this primary distribution of income is 
likely to be modified by reason of the more equalitarian dis- 
tribution resulting from a highly progTessive tax structure. 
This, at any rate, would be true in so far as the secondary 
distribution — the distribution of income after taxes — affects 
property ownership and through this, in turn, the primary 
distribution of income. Thus far, apparently, the tax struc- 
ture in the United Slates has not been sufficiently progressive 
to have had this effect. 

The attack on chronic unemployment by means of public 
expenditures financed by a continually rising public debt is 
essentially a conservative proposal. This is true in the respect 
that it does not necessarily involve a redistribution of income 
unfavorable to property owners. Indeed, as we have noted, 
too great a reliance on borrowing could easily lead to an 
undue concentration of wealth. This would especially be 
the case if the interest (and amortization charges in the case 
of capital projects) were covered in large part by regressive 
taxation. 

Yet, even though this undesirable method of taxation were 
applied, the effect on the lower income gioups would not be 
nearly as serious as a condition of chronic unemployment. 
Moreover, the taxes collected would presumably represent 
payments for worth-while utilities flowing from public ex- 
penditures. These might quite conceivably be of such a char- 
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acter that they would raise the standard of living even higher 
than could be reached by the consumption of an equivalent 
amount of commercially-produced commodities. The pay- 
ment, by means of regressive taxation, for public benefits 
flowing, for example, from capital projects over a long pe- 
riod of time would be no more burdensome upon the masses 
than the purchase of commercial products at a uniform jirice, 
the same alike for rich and poor. \ 

No clear insight into the problem of borrowing and\ the 
interest charges incident to a rising public debt is possible 
without making a thoroughgoing integration of taxes with 
the general price structure. Taxes are compulsory prices, so 
to speak, charged for government services. Commercial prices 
are charges collected under voluntary choice (though affected 
by modern high-pressure salesmanship and advertising tech- 
niques) for utilities flowing from the stream of goods offered 
to the community by private business enterprise. 

Nor can it be argued that loan-financed expenditures on 
capital projects, for which the annual charges are subse- 
quently financed out of regressive taxation, have no stimu- 
lating effect on the ecemomy. For the full effect of the loan 
expenditures on employment is felt when the project is con- 
structed, and the subsequent taxation cumulates in small in- 
crements over the whole lifetime of the durable capital 
good. In contrast, if current expenditures were wholly fi- 
nanced by means of regressive taxes, they would have no 
expansionist effect, since they would merely divert a part of 
the income stream from private consumption to community 
expenditures. 

Governmental expenditures may, however, be income- 
stimulating without being loan-financed. It is true, as just 
noted, that if the expenditures are financed from consump- 
tion taxes, the effect is obviously merely to divert resources 
without increasing the total income flow. But if financed 
from progressive taxation, thereby tapping a stream of sav- 
ings which might not have found outlet in productive activ- 
ity, adequate expenditures may be expected to drive the na- 
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tional income by a cumulative process up to the full income 
and full-employment level. At first, while the national income 
was still rising, the expenditures might be largely loan- 
financed, But after the national income had approached full 
employment levels, a sharply progressive tax structure would 
then draw in an amount of taxes sufficiently large to balance 
the budget, including both operating and capital expendi- 
tures. 

There can, of course, be no assurance that this, in fact, 
would occur without further increases in expenditures or 
tax rates, or both. The closer one approaches full employ- 
ment, the less effective expenditures become in raising the 
national income without causing a concomitant rise in prices. 
The higher the level reached, the smaller the effect on em- 
j:)loyment, and the greater the effect on prices. To check in- 
flation, tax rates might have to be raised very high. A more 
stable equilibrium could be reached at a lower employment 
level. But even at a moderate approach to full employment, 
expenditures and tax rates would both have to be pushed to 
le\cls higher than necessary if some reliance were placed on 
loan expenditures. That this must be true of tax rates is, of 
course, obvious. That it is true also of expenditures follows 
from the fact that loan expenditures have a higher potency 
in income stimulation than tax-financed expenditures, even 
though the taxes are progressive. For even the funds raised 
from progressive taxation would, in part, have been expended 
for consumption or investment, had they not been taken in 
taxes. Taxation, though progressive, always involves some 
curtailment of consumption and, therefore, a mere diversion 
of the income stream. To the extent that tax-financed ex- 
penditures merely serve to divert income, they can obviously 
not be income-generating expenditures. 

Governmental expenditures may thus appropriately be 
financed under certain conditions and within proper limits 
(a) by an increase in demand deposits through borrowing 
from the banks, (b) by borrowing from the public, and (c) 
by taxation. Main reliance must, on balance, be placed upon 
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taxation in order to prevent too great concentration of 
wealth. But there is a legitimate place for loan financing 
within appropriate limits on a continuing basis. At times, 
the requirements of trade call for an increase in the money 
supply (demand deposits mainly), and this may properly be 
accomplished by borrowing from the banks at low, short- 
term rates of interest. But after the requirements of tjrade 
and the desire for liquidity have been reasonably sati^ied, 
no useful purpose is served by a continued multiplication of 
the money supply such as would inevitably follow froi^ a 
program to finance expenditures wholly through interest- 
free issues, or even from continued borrowing at the banks 
at market rates. The ensuing redundancy of money would 
drive the interest rate to a level which would strike at the 
position of thrift institutions and, in general, the creditor 
class. It would create an artificial degree of liquidity. It 
would result in the accumulation of vast unused cash re- 
sources which, in a world of changing and volatile expecta- 
tions, might magnify the instability in the price structure. 

If this analysis is sound, it points to the conclusion that 
the public debt, taxes, and changes in the money supply are 
all part of a balancing mechanism. How much reliance 
should be placed on each as a means of financing govern- 
ment expenditures depends upon a variety of considerations. 
It involves judgments with respect to the adequacy of the 
means of payment, adequate liquidity, the importance under 
certain conditions of using relatively expansionist and less 
restrictive methods of financing, the appropriate (socially 
desirable) degree of inequality of wealth and income, the 
relative desirability of tapping savings streams through bor- 
rowing (increasing the public debt) or through taxation. A 
limited increase in the public debt tends to promote a wide 
distribution of property in so far as the new issues are pur- 
chased by thrift institutions. On the other hand, a very rapid 
increase in the public debt necessarily implies a relatively 
light tax burden on upper-income groups and on corpora- 
tions, tending to promote concentration of wealth and in- 
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come. It is considerations such as these that one must bear 
in mind when one seeks to appraise the role of public debt 
and to determine how rapidly it may be permitted to rise. 

A public debt, internally held, is not like a private debt. 
It has none of the essential earmarks of a private debt. The 
public debt is an instrument of public policy. It is a means 
to control the national income and, in conjunction with the 
tax structure, to regulate the distribution of income. 





Chapter X 

BUDGETARY THEORY AND 
PRACTICE 


/. Private versus Public Budgets'^ 

T he essential purpose of budgetino expenditures and 
receipts is to obtain a clear conception o( the finan- 
cial operations of an economic unit. This is true lor 
the public economy no less than for private individuals or 
corporations. Tlie significance of the accounts and the uses 
which one wants to make of them may, however, be very 
different in the public and in the private s[)herc. 

It is customary for the layman, and also for manv writers 
on public finance, to aj)ply the same tenets ol finaiuial 
theory and practice to goveinrnental bodies that are applied 
to private business. But even those who do so are far from 
consistent. Especially is this true in regard to budgetary 
theory and practice. Adapting the rules ol private finance to 
the state, they nevertheless fail to carry this point of view 
over into public accounting procedure, particularly with 
respect to the budgeting of capital expenditures. 

Expenditures on capital goods are given a special treat- 
ment in private accounting. Capital outlays are not lumped 
in with operating expenditures. Producers' capital is ex- 
pected to yield a monetary return over its economic life- 
time, and consumers' capital is expected to yield a flow of 

1 See the illuminating chapters on public budgets in Public Policy, Yearbook 
of the Graduate School of Public Administration, Harvard University, 1941, by 
Harvey S. Perloff, Spencer Thompson, Robert H. Rawson, and Charles Stauf- 
facher. 
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Utilities. It is accordingly recognized that expenditures in 
the operating budget ought to be treated by accounting 
theory and practice in such a manner that they will run 
parallel to the flow of money returns or utilities over time. 
A complete accounting of annual costs should include not 
merely the ordinary operating expenses, but also the capital 
charges of interest and depreciation. These latter must be 
charged against income in order to determine whether a 
year’s operations have been profitable or not. And in the case 
of consumers’ capital they must be charged against the value 
of the flow of utilities in order to measure accurately the 
economic validity of such projects. But the capital outlays 
initially made are not included in the current operating 
budget. Only by differentiating the capital expenditures 
from the current capital charges can we get a clear notion 
of whether or not the budget is balanced. 

For the public economy, exjDcnditures ought to be weighed 
not in terms of the profit and loss of the state itself, but 
rather in terms of the effect of such expenditures on the full 
and efficient functioning of the economy as a whole. Fiscal 
pcjlicy is an important instrument for maximizing the real 
income of the community and for regulating the distribu- 
tion of income and wealth. At times it will be sound policy 
to balance the budget and at times it would be disastrous 
to do so. Only in the event that one applies the maxims of 
private financ e to the public economy will one be concerned 
per se with the problem of balancing the budget. 

All modern governments own and operate some state en- 
terprises wliich yield a money return more or less covering 
all operating costs, including the ca])ital charges of interest 
and depreciation. The United States Post Office is a gigantic 
business enterprise. Many European governments, and some 
American cities, own and operate public utilities. The fed- 
eral government owns many so-called self-licjuidating proj- 
ects. Yet, as far as the federal government is concerned, 
private accounting practice is not aj>plied to these projects. 
Capital expenditures are lumped in with ordinary operating 
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expenditures and a quite distorted view is arrived at with 
respect to whether or not the budget is balanced. 

Precisely the same applies to governmentally-owned con- 
sumers’ capital, such as roads, parks, and public buildings. 
In private accounting no individual confuses capital outlays 
on a home with his ordinary living expenditures. No in- 
dividual believes that his budget has become unbalanced 
merely because in building a home his expenditures exceed 
his income. Moreover, in budgeting his annual living s ex- 
penditures he includes, or should include, not merely the cost 
of operating the home (fuel, light, etc.), but also annual capi- 
tal charges — interest and depreciation. Governments, how- 
ever, typically lump all expenditures, whether capital or op- 
erating, into a single budget. Thus, private accounting theory 
and practice is violated, and it becomes quite impossible to 
know whether or not the budget is really in balance. 

The use of the capital budget in governmental accounting 
cannot, however, be justified by reference to private finan- 
cial practice. If one adopts wholeheartedly the principle that 
governmental financial operations should be regarded ex- 
clusively as instruments of economic and public policy, the 
concept of a balanced budget, however defined, can play 
no role in the determination of that policy. One cannot ex- 
amine with an unprejudiced mind the economic validity of 
a program of expenditures, loans, and taxes if one is ham- 
pered by the dogma that the budget must be balanced. From 
this point of view, if there is any value in incorporating into 
governmental accounting practice the technique of the capi- 
tal budget, that judgment must rest on other grounds than 
that such a technique aids in determining whether or not 
the budget is really in balance. 

There are, however, valid grounds for favoring the capital 
budget device. The essential purpose c^f accounting is to 
maximize efficiency in the use of {productive resources and 
to eliminate waste. Waste in the use of public funds is no 
less reprehensible than the waste of private funds. The 
notion, so frequently expressed, that those who favor large 
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governmental expenditures are unmindful of waste is, of 
course, quite mistaken. First and foremost, it is important 
to eliminate the waste of unemployment. It is true that full 
employment might be secured by wasteful expenditures. But 
such action has, of course, no economic justification. Once 
full employment is reached, it will be discovered that the 
real income falls far short of what is desired, and every ef- 
fort should be made to employ the productive resources to 
the best possible advantage. Public accounting is a necessary 
instrument to secure efficiency in the government’s financial 
operations. And it is essentially as a tool to further this end 
that the capital budget device deserves careful consideration. 
As an accounting tool, it may help to determine the appro- 
priate direction of public expenditures and the degree of 
efficiency achieved. But it can tell us nothing about whether 
or not public expenditures ought to be increased or de- 
creased or how they ought to be financed, whether by bor- 
rowing or by taxes. The capital budget is a valid tool of 
analysis, though for different reasons, whether one applies 
to governmental financial operations the principles of pri- 
vate finance or the criteria appropriate for public policy. 


IL The Capital Budget 

Whether a unitary budget or a multiple budget form is 
used by a government, it is, at all events, important that 
the principle of budgetary comprehensiveness shall not be 
lost sight of. The unitary budget, of course, fulfills automati- 
cally this requirement. There is, however, nothing incom- 
patible between the principle of budgetary comprehensive- 
ness and a multiple budget system. If a multiple budget sys- 
tem is used, involving a general budget and special budgets, 
it is nevertheless wholly feasible, and indeed urgently neces- 
sary, that a general over-all picture shall be presented. 

It is particularly important that an over-all “liability bal- 
ance sheet” of the government shall be clearly set forth. Such 
a balance sheet should include not only the direct liabilities 
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of the government, but also the contingent liabilities inci- 
dent to the issue of government-guaranteed bonds by more 
or less self-sustaining governmental corporations. 

It is, moreover, desirable to give an over-all view of the 
cash-income, cash-outgo budget position of the government 
from year to year and from month to month. Such an ac- 
counting will indicate something more than the mer^ rise 
or fall in the government deficit. It will show the cas^ in- 
come and cash outgo, taking account not only of all 'gov- 
ernmental receipts (other than from the sale of obligations) 
and expenditures of whatever nature, but also of the receipts 
and expenditures of trust funds which come within the scope 
of Treasury management and control. A striking example of 
the divergence between tlie fiscal }>udget and tlic cash budget 
is found in the case of the Social Security trust funds. Be- 
ginning with January, 1937, with respect to the Old Age 
Reserve Account, sums were withdrawn through payroll 
taxes greatly in excess of the benefits which were paid out. 
For this and other reasons the cash budget deficit was only 
$198,000,000 in 1937, while the fiscal deiicit was $1, 550, 000,- 
000. 

An over all view of governmental fiscal operations may 
also make it desirable to present a monetary budget reveal- 
ing the effect of the fiscal operations of the government upon 
the income stream. The cash budget differs from the mone- 
tary budget in that the net cash outlays differ from the net 
income-generating expenditures. The former takes account 
of cash receipts (except those from borrowing) and total cash 
outlays of all governmental agencies, including trust funds. 
The latter excludes those tax revenues which are not ab- 
stracted from the flow of private expenditures and which 
are drawn from idle balances.^ (Jn the other side, it excludes 
those outlays which do not add to the spending power of the 


2 The fi^'ures “net income creating expenditures” as calnilated by the Re- 
search Division of the Federal Reseive Board do not wliolly conform to the 
definition given above, since they do not exclude all nonconsumption taxes. 
The following is an example illustrating my definition of net income -genera ling 
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community, such as those for debt retirement. Obviously, 
the monetary budget presents serious statistical difficulties 
and, at best, can be only an estimate in the determination of 
which judgment and hypothetical speculation play a large 
role. 

It may, moreover, be desirable to present an over-all com- 
prehensive picture of (a) the original cost and (b) the cost 
of replacement, less depreciation, of the stock of durable 
goods held by the government. Such an inventory kept up 
to date currently would certainly be of great significance for 
accurate accounting purposes, and particularly with reference 
to the planning of revenues and expenditures for amortiza- 
tion and replacement. The experience with respect to the 
valuation of the American railroads under the I^Follette 
Act indicates, however, that to attempt now a valuation of 
all of the }Moi)crtics of the government would be an ex- 
tremely difficult and expensive undertaking, and serious 
(|uestion may be raised whether it is worth while. It is a 
dilfercnt matter to apply such accounting procedure, how- 
ever, to expenditures made in the future and thereby gradu- 
ally develop over many decades a fairly complete inventory 
of public wealth. 

A multiple budget can satisfy the requirements of com- 
prehensiveness ecjually as well as a unitary budget. More- 
over, it jxnmits both greater flexibility of management and 
a clearer perception of the financial operations of the gov- 
ernment. The following elements may be included in a com- 
prehensive multiple budget setup. 

I. Operating Budget 
II. Capital Budget 

A. Public Works: Nonremunerative 

B. Self-liquidating Projects 


expenditures. Assume governmem expenditures of $10 billions. Assume con- 
sumption taxes of $3 billions and nonconsumption taxes of $} billions. The 
net income-generating expenditures will then lie $7 billions. Net inconie- 
genciatiiig expcndituies so defined can be added to private investment ex- 
penditures to get the total outlays oflsetting saving. 
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C. Investment in Government Corporations and Indepen- 
dent Authorities 

III. Annexed Budgets 

A. District of Columbia 

B. Post Office Department 

C. Government Corporations 

D. Self-liquidating Governmental Credit Agencies, I^oans, 

and Revolving Funds \ 

E. Trust Funds \ 

\ 

The question of the appropriate classification of publi(t ex- 
penditures is an important one. Expenditures have, in some 
countries, been divided into “ordinary’' and “extraordinary”; 
and again into “operating expenditures” and “capital ex- 
penditures.” Most commonly, all expenditures of whatever 
kind have been included within a single or unitary budget. 
Some countries have, however, used a double budget sys- 
tem. Under a true double budget, current and operating ex- 
penditures are accounted for in an operating budget and 
capital outlays in a capital or investment budget. 

Professor Erik Lindahl, Swedish economist, has stated the 
problem of current and capital budgetary accounting and 
its significance for the concept of budget balancing as fol- 
lows: 

Every budget is of course formally balanced, since the sum of 
the items on the expenditure side must always be covered exactly 
by revenue. A demand for a balanced budget must therefore mean 
that the sum of certain kinds of revenue must be equal to the sum 
of certain kinds of expenditures. The most natural procedure is to 
start either from total current revenue, i. e., revenue otiicr than 
that arising from the sale of capital assets or from borrowing; or 
from total current expenditures, i. e., expenditure that does not 
lead to an increase in the aggregate net assets of the community. If 
these two are exactly equal, the budget is obviously balanced in 
the sense that the net value of total public assets remains un- 
changed. ... If current revenue exceeds current expenditure, a 
corresponding rise in the net value of public assets occurs. 
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Thus the “problem of balancing the budget is concerned 
primarily with whether, and to what degree, the State (and 
local authorities) should increase or reduce their total net 
assets.” • 

Let us consider first the operating budget in a double 
budget setup. It is necessary to note at once that under con- 
ditions of fairly wide fluctuations in income and employ- 
ment, such as modern countries undergo, it is virtually im- 
possible to cover even the regular, operating expenditures 
of the government with adequate tax receipts in the depres- 
sion years of the cycle. This fact is due to two causes. On the 
one side, the modern tax system is heavily composed of taxes 
which are highly sensitive to the cycle. This is especially true 
of the individual income tax, the corporate income tax, and 
customs duties. The receipts from these taxes fluctuate widely 
with the cycle, rising to high levels in boom years and falling 
to low levels in depression years. On the other side, under 
modern conditions certain expenditures of government, no- 
tably relief of unemployment, unavoidably increase in de- 
pression years. Thus, we experience not merely highly fluctu- 
ating revenues, correlated directly with the cycle, but also 
fluctuating expenditures correlated inversely with the cycle. 
The combined effect of these two diverse movements is to 
magnify the divergent movement of expenditures and tax 
receipts. If the tax structure is set sufficiently high so that 
tax receipts cover the total expenditures over an entire cycle, 
these diverse movements will produce a surplus of tax re- 
ceipts over expenditures in the boom years, and a deficiency 
of tax receipts in relation to expenditures in the depression 
years. 

•Erik Lindahl, Studies in the Theory of Money and Capital, London. 1959, 
pp. 352-53. Professor Lindahl calls attention (p. 354) to the fact that a pro- 
gram of public investment, or a program of debt retirement, financed by a 
system of stiff progressive taxation would increase the net assets of the state 
and would imply *‘some mitigation of the inequality of the present distribution 
of wealth. This is indeed the crux of the matter. The long term solution of the 
problem of public investment is of primary importance for the distribution of 
wcaltn.- 
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On the expenditure side many of the regular expenditures 
will go on from year to year, disturbed but little, if at all, 
by prosperity or depression. These are the regular expendi- 
tures glowing out of the ordinary functions of government. 
But relief expenditures, if not otherwise provided for out- 
side of the budget, must also be regarded in modern times as 
a normal function of government and one which it mus^ face 
in every period when unemployment on a large scale\ pre- 
vails. It is an item of expenditure which it is difficuU to 
regularize. But, even here, it is possible to go a considerable 
distance toward regularization through the development of 
unemployment insurance and other social security measures. 
By means of these special measures, the load of outright re- 
lief can, in large measure, be provided for outside of the 
government budget, thereby reducing the magnitude of the 
fluctuation of expenditures. Thus England, because of a well- 
developed system of unemployment and old-age insurance, 
was able to meet the relief needs of the depression with rela- 
tively small governmental support. Compaiison with our 
own situation in the Great Depression must, of course, take 
cognizance of the greater depth of our depression and the 
correspondingly greater need. 

Obviously, the failure to bring about a balance of receipts 
and expenditures in every single year, yet achieving a cycli- 
cal balance, involves deficits in the operating budget in some 
years and surpluses in others. Thus, temporary loan financ- 
ing is necessary even in the case of the operating budget. If 
it is desired to ensure a balanced operating budget over the 
entire cycle, it is necessary to amortize such loans very rap- 
idly. In order to facilitate this, Sweden has devised a system 
of amortization within five years of debt incurred to cover 
temporary deficits in the operating budget. It is possible that 
a better plan might be to use a varying amortization rate — 
each successive year carrying a higher and higher rate. Thus, 
the period of amortization would be longer with respect to 
deficits incurred in the earlier phase of depression and 
shorter for later deficits. At all events, in order to insure a 
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cyclical balance of the operating budget, rapid amortization 
of such loans would be required.^ 

Some adjustment of tax rates to the cycle movement may 
be desirable as a compensatory measure. On balance, it may 
be suggested that taxes which bear heavily on the savings 
stream may, without damage to the economy, be raised in 
the boom phase of the cycle. This is true because high rates 
on incomes flowing largely into savings will simply take 
funds from the savings stream and, through the debt re- 
demption process, place these same funds back again in the 
savings stream. This assumes that people owning the retired 
bonds will wish to reinvest the sums received. Taxes bearing 
mainly on savings rather than on consumption, and used for 
debt retirement, would, therefore, have neither an inflation- 
ary nor a deflationary effect. Such a procedure would leave 
the savings stream intact and would be neutral in its effects 
on tlie cycle movement.'^ 

On the other hand, it might also prove desirable under 
certain condiiions to fluctuate the rates on consumption 
taxes, raising them in the boom and lowering them in de- 
pression. The increase of consumption taxes in the boom 
will, however, tend to be deflationary in its effect, and 
should, therefore, be resorted to only in the event that the 
boom is proceeding at a pace which makes it desirable to 
hold it in check. In the event that the recovery lacks vigor, 
an increase in consumption taxes would be unfortunate, 
since this procedure would tend to dampen the recovery. 

* Professor Erik Lindahl, in discussing the new Swedish budget plan, says; 
'"rhe essential |X)int is that the ordinary or current budget should include 
only such expendituies as should normally be covered by current revenue (and 
not by loan or capital assets). A positive or negative difference between current 
icvenue and the corresponding expenditure should be expressly recorded as a 
surplus or deficit (as suggested al)ove). But these surpluses or deficits are in 
tins plan kept apart from the capital budget and transferred to a special fund, 
the so-rallcd Budget Equalization Fund.” Sec Lindahl’s Studies in the Theory 
of Money and Capital ^ London, 1939. p. 379. 

® The qualification must, of course, be made that diversion of funds through 
taxation, while it appears to leave aggregates unaffected, may nevertheless affect 
individual decisions to invest and to save in such a manner as to change the 
aggregates. 
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So much for the operating budget, which involves the 
regular, current expenses. We turn now to the nonrecurring 
expenditures on major capital projects, whether self-liquidat- 
ing or not. 

Under a fully developed double budget system, the operat- 
ing budget must include as a part of its regular expendi- 
tures the depreciation, amortization, write-offs, and interest 
charges incidental to the capital outlays accounted fc)(r in 
the capital or investment budget. The interrelation betvt^een 
the operating budget, in a double budget system, and the 
capital or investment budget can perhaps best be illustrated 
by reference to the Danish budgetary system.® 

Denmark's new budgetary system, inaugurated in 1927, 
offers the most logically consistent example of governmental 
accounting in the form of two separate but interrelated state- 
ments: (a) the Operating Budget, and (b) the Capital or In- 
vestment Budget. Every outlay on a capital good is entered 
in the capital or investment budget. No distinction is made 
between self-liquidating and non-income-yielding capital 
outlays. Durability, not profitability, is the criterion applied. 
Capital outlays on durable or capital goods are financed by 
(a) inheritance taxes, (b) borrowing, and (c) amortization or 
depreciation allowances transferred to the capital budget 
from the operating budget. 

Self-liquidating capital projects are, of course, expected to 
earn an income adequate to cover the operating expenses of 

« For an account of the Danish and Swedish budget systems see Brinlcy 
Thomas, Monetary Policy and Crises, London, igjjG; Fortune magazine, Sep- 
tember, 1938; Swedish Yearbook; K. Muller, “Die Neugestaltung des staatlichen 
Richnungs und Revisionswesens in Danemak,*' Finanz-Archiv, 1928, pp. 131- 
39; G. Myrdal, Finanspolitikens ckonomiska verkningar, Stockholm, 1934; 
P. S. Runemark, “Den Foreslagna Oniliiggningen av Riksstatens Uppstallning," 
Foredrag Hdllna Inf or Svenska fJwnomfdreningen, Nummer 2, 1937; “Kungl. 
maj:ts proposition Nr 225,“ Bihang till tiksdagens protokoll, 1937; Nr 199, 
protokoll, 1938; Erik Lindahl, Studies in the Theory of Money and Capital, 
appendix on ‘'The Problem of Balancing the Budget,” London, 1939; “The 
Financial Policy During Depressions and Booms,” Annals of the American 
Academy of Political and So<^l Science, May, 1958. 
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the project and interest and depreciation charges. In the 
event that losses are sustained, these are carried by the op- 
erating budget. Non-income-yielding assets, on the other 
hand, since they earn no income directly, must look to the 
government’s operating budget for income to cover not only 
expenses of operating, but also interest and depreciation 
charges. Thus, each branch of the government — for example, 
a state hospital or a state university — must include in its 
expenditure estimates not merely the usual operating ex- 
penses, but also an amount sufficient to cover interest and 
depreciation. These expense items entered in the govern- 
ment’s operating budget are, of course, defrayed from gen- 
eral tax revenues. Thus, the operating budget carries the 
interest and depreciation charges originating in the capital 
or investment budget. 

The Danish public accounting procedure is fully devel- 
oped to include all state properties, and it is, therefore, pos- 
sible to present annually a statement of the national debt 
and of the net cost minus depreciation of the national prop- 
erties. And since a part of the capital outlays are, in fact, 
financed from inheritance taxes, the net cost minus deprecia- 
tion of the national properties should exceed the debt obli- 
gations. If the ordinary budget shows a balance in any one 
year, such a balance would show up as a net addition to the 
assets in the state aggregate asset account; a deficit in the 
ordinary budget would reduce the net assets. The Danish 
budget thus illustrates a fully developed capital accounting 
procedure applied not only to the state’s income-yielding as- 
sets, but also to public investments which do not yield a 
monetary income. 

Too great significance should, however, not be attached 
to such an inventory. Indeed, it may well be argued that, 
at any rate with respect to non-self-liquidating projects, there 
is no legitimate warrant for setting up a balance sheet of 
assets against liabilities, since these so-called assets yield no 
income. The analogy to private business is a false one. The 
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really important matter, however, with respect to the Danish 
procedure, is that for every capital outlay financed by bor- 
rowing, depreciation or amortization charges are assessed 
against the operating budget. The operating budget is in 
balance if its tax receipts are adequate to cover, in addition 
to expenses of operation, depreciation, amortization, aqd in- 
terest charges. But the initial capital outlay is thrown^ into 
a capital or investment budget and is not loaded onto the 
operating budget. 

In the case of Sweden, the capital budget system grew 
naturally out of the fact that the Swedish state had for many 
decades past owned important state enterprises, including 
the railroads, bus lines, tclegiaph and telephone systems, large 
electric poAver plants, and forests, together with such fac- 
tories and shops as are closely related to the operation of 
these projects. Thus, the state derived revenue not only from 
taxes, customs, and excises, but also from the net income from 
the State Productive Funds, including the Tobacco Monop- 
oly, Iron Ore Company, tlie Post Office, Telegraphs, Rail- 
ways, Waterworks, and Public Domains. Capital budgetary 
accounting also applies to income-yielding projects Avhidi 
are only partially self-sustaining, as, for example, low-cost 
housing projects. And the new Swedish budget plan pro- 
poses to extend the principle, following the Danish ex- 
ample, to nonremunerative public works, such as public 
buildings. It is proposed to do this piecemeal, if and when 
separate government agencies or authorities can effectively 
be set up to manage certain capital projects. As an example, 
the public roads might be placed under a government au- 
thority for the purpose of more efficient management and 
operating under its OAvn budget. A public roads authority 
might, of course, have assigned to it a part or all of the gaso- 
line taxes, which would make it in a sense more or less self- 
sustaining. 

The capital or investment budget in Sweden applies, as 
yet, mainly to remunerative state enterprises. This is the 
simplest and clearest illustration of the capital budget prin- 
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ciple. In Denmark, the principle has a more general appli- 
cation/ 

With respect to our own country, the Swedish principle 
is particularly applicable to the various governmental cor- 
porations and credit agencies and to self-liquidating capital 
projects. How far, if at all, the capital budget principle could 

7 In Canada, although not always realized even by Canadians, a budgetary 
distinction between ordinary and capital cxpendi tines has been made ever 
since confederation in 1867. 7 'hc official reports show surpluses in fifty of the 
sixty-six years following 18O7: but if the accounting were made on the United 
Stales basis, surpluses would appear in only fifteen of the sixty -six years. 
Receipts fioin the federal domain were credited to the “ordinary” budget, and 
capital expenditures in that field were charged to the “cxtiaoidinary” budget. 
Fioui 1883 to 1914 railway subsidies, which, of course, yielded no return, were 
cliaiged to the capital account. From 1896 to 1910 military eejuiprnent was so 
cliaigcd, and from 1897 to 1911 bounties to iion and steel pioduccrs. Thus, 
developmental cxpcndituies, which however were not self-Iiqnidating such as 
subsidies to railroads and private industry, and even military expenditures, 
weic charged to tlic capital account. The financial position of the country, as 
levealed in the ordinal y budget, was often made to appear better than it was. 
Since 1920, howevci, although the distinction between ordinary and capital 
expenditures has been retained, the Finance Ministers have balanced total 
expcndituies against total revenue in their reports. (Cf. J. A. Maxwell, “The 
Distinction Between Oi dinary and Capital Expenditure in Canada,” Bulletin 
of the National Tax Association, Volume XIX, no. 5, February, 1934.) 

In the case of France, the extraordinary budget was proverbially the dump- 
ing place foi all expenditures which could not be balanced by tax receipts. 
Fiance had, moreover, numerous autonomous budgets, but no logical con- 
sistency in the budget setup. The match and powder monopolies were iiandled 
through the regular budget; but the post office, telegraph, and telephone 
monopolies, as well as several minor state monopolies, had their own budgets. 
The tobacco monojxily, which was originally autonomous, since 1927 was 
managed by the Cais.se d’Ainortisscmenl, established in 1926 as an autonomous 
fund with its own bonds, and paying the interest of the Bons de la Defense 
Nationale. T'hc annexed budgets always appeared balanced, deficits being cov- 
ered by a sum coming from the general budget, and surpluses being credited to 
the general budget. Capital expenditures since 1927 were financed in part by 
Treasury loans and in part from profits on slate monopolies. In addition, 
there were “hidden budgets," such as that for gambling tax receipts. As in the 
c:a.se of Canada, the system seems to have led to undei estimation of the true size 
of deficits. Haig reports that, w^hercas the official figures show an accumulated 
deficit of 54 billion francs for the period 1930-37. when extraordinary items 
are taken into account the figure should l>e around 70 billions. (R. M. Haig, 
“The National Budgets of France, 1928-1937,“ Proceedings of the Academy 
of Political Science, January, 1938, p. 27. Sec also Professor Haig’s The Public 
Finances of Post War France, pp. 356-64 and 413-14.) 
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be usefully extended to nonremunerative public works is a 
matter requiring further study. Before we embark upon any 
general program of capital budgeting, an exhaustive study 
should be made of the subject, including time for public 
education, so that the country would understand and accept 
as valid the principles involved in the new procedure.] 

The time is ripe for such an inquiry. We have already 
been stumbling piecemeal in the direction of a double\bud- 
get system. Thus, for example, with respect to the Cominod- 
ity Credit Corporation, its capital stock of $100 millions is 
held by the United States. It is authorized to issue its own 
obligations guaranteed by the United States in an aggregate 
amount of $500 millions. Under an Act of Congress, March 
8, 1938, the Secretary of the Treasury is requiied to make an 
appraisal of all assets and liabilities of the Corporation as of 
the thirty-first of March in each year for the purpose of de- 
termining its net worth. If the net worth is below $100 mil- 
lions, the Secretary is required, subject to appropriation of 
funds therefor, to restore such capital impairment. In the 
event that the net worth exceeds $100 millions, the excess 
must be deposited by the Corporation in the United States 
Treasury. Thus, the budget of the government is not affected 
by any debt which the Corporation incurs in pursuit of its 
loaning operations, but only in the event that a loss or sur- 
plus occurs in any given fiscal year. 

Other governmental corporations and credit agencies are 
outside of the government budget in the sense that they are 
empowered to obtain funds by the sale of their own securi- 
ties. Such securities are usually fully guaranteed as to prin- 
cipal and interest by the United States. Most of these cor- 
porations are making loans or engaging in activities which 
are expected to be wholly or mainly self-liquidating. In one 
important case — that of the United States Housing Authority 
— the loans made to local agencies for low-cost housing are 
only to a limited extent self-liquidating, since the rents re- 
ceived will not be sufficient to cover interest and amortiza- 
tion charges. The difference is covered by annual federal 
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subsidies extending over a period of about sixty years, and 
these subsidies must be carried by the regular government 
budget. 

These developments indicate that we are already moving, 
but without any systematic program, in some measure in the 
direction of the capital or investment budget. Yet the capital 
budget principle finds no recognition in the government’s 
own budget, since we count our investments in the govern- 
mental corporations and credit agencies as operating expense, 
instead of charging them to an investment budget, as would 
be done in a true double budget system. In view of the tend- 
encies indicated, it would appear that the time has come 
when a thoroughgoing re-examination of our budgetary pro- 
cedure is called for. 

Double budget accounting requires that the operating 
budget must carry year-to-year losses or write-offs sustained 
by governmental corporations or subsidiaries, together with 
depreciation and interest charges for nonremunerative capi- 
tal projects accounted for in the capital or investment 
budget. This procedure has the merit that it helps to ensure a 
more adequate cost accounting than is likely to be the ca.se 
when operating and capital expenditures are all lumped in- 
discriminately into a unitary general budget. Yet it is neces- 
sary to point out that there is not necessarily any advantage 
in this respect in the capital budget procedure. Under the 
unitary budget, accurate accounting for depreciation could 
equally be provided if one set about doing it. Similarly, a 
unitary budget could also provide for amortization charges. 
But, as a matter of fact, amortization of debt incurred from 
capital outlays has not been made a systematic part of current 
budget practice. 

The double budget method, if it means anything at all, 
specifically makes provision in the operating budget for de- 
preciation or amorti;iation charges springing from capital 
outlays accounted for in the capital or investment budget. 
This has the merit of setting forth clearly what is the true 
cost of the annual services derived from the capital outlays. 
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If tax revenues adequate to cover depreciation and interest 
charges are provided in the operating budget, a true balanc- 
ing of the budget over the life span of the capital project is 
achieved. Yet it must certainly be admitted that there is no 
magic about the double budget. It is all a question as to 
which mechanism — the unitary budget system or the dojuble 
budget system — is likely to induce the most effective ac- 
counting control. \ 

There is nothing about the capital budget device as such 
which helps us to determine whether or not a capital project 
should be financed from current taxes or from borrowing. 
Whether a country has a unitary budget or a double budget, 
it will have to decide on grounds of general economic policy 
which method of financing is, under any given situation, to 
be preferred. The double budget procedure, by stressing ap- 
propriate accounting of capital charges, serves as a helpful 
guide to policy. The capital project is worth what it costs 
if the annual benefits derived are at least equal to the de})re- 
ciation and interest charges in addition to expenses of opera- 
tion, The double budget procedure stresses tlie fact that a 
capital project is not consumed in the year in which it is con- 
structed. It provides a more rational basis upon which the 
responsible authorities may decide the question whether to 
finance the construction of a capital project from taxes or 
from borrowing on the real merits of the case — that is to 
say, on grounds of appropriate economic policy, taking into 
account the effect of taxes versus borrowing on the prevail- 
ing economic situation. The question will then be decided, 
among other matters, on the basis of appropriate policy with 
respect to the prevailing state of employment. 

UL Conflicting Views on the Capital Budget 

It will be of interest to examine briefly the expressed 
opinion of American writers on the advisability of setting 
up “special’* budgets. American economists, as Sundelson 
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has pointed out,* have been less interested in “principles” 
of budgetary organization than have European students of 
public finance; but the subject has not been entirely neg- 
lected in the American literature. Discussion of federal budg- 
etary principles antedates the introduction of our federal 
budget by at least a decade. H. C. Adams has a section on 
“What should be the form of the Budget Statement?” in 
his Science of Finance of 1909. True, the earlier discussion 
did not deal explicitly with the problem of “special” budg- 
ets, and even Professor Willoughby, in his article on Budg- 
ets for the Encyclopedia of Social Sciences, contents himself 
with the observation that extraordinary budgets have been 
passed “to finaiue war or war preparations or for such elab- 
orate expenditures as were neces.sitated by the railroad build- 
ing of European governments.” • 

Since the trend toward reformulation of the budget began 
in 1932, the jnoblem of “special” budgets has received more 
attention in American economic literature. If we take three 
repiesentative texts on public finance — Lutz, Buehler, and 
Jensen — we find that all three have lengthy sections on the 
budget, and devote some space to principles of formulation. 
All three are agreed that a budget should be “comprehen- 
sive.” Buehler does not state whether this criterion excludes 
the possibility of “special” budgets. Jensen believes that 
“eliminating, from the ordinary budget, items of extraor- 
dinary character” is a “way of rendering the budget incom- 
plete.” There is danger, he argues, that segregation will be 
regarded as a final solution, or that things will be put into 
the extraordinary budget that do not belong there. Lutz, on 
the other hand, suggests a "practical working classification” 
of expenditures in which the main headings are: Ordinary 
Government Activities, subdivided into “current” and “cap- 

* "Budi^tary Principles" in the Political Science Quarterly for June, 1935, 
p. 236. 

® Op, at,. Volume 5, p. 39. 

10 jeixs P, Jensen, Government Finance, Crowell, 1937, p. 514. 
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ital” outlays; Commercial Enterprises, also divided into *‘cur- 
rent*' and “capital**; Interest; Trust and Other Special Funds; 
Bookkeeping transactions,^^ 

Sundelson includes in his own list of budgetary “princi- 
ples** the principle of “unity,** which he interprets to exclude 
“extraordinary, capital, annexed, emergency, special and in- 
dustrial budgets.’* It also “requires that no part of thelma- 
terial in the budget system shall be considered as separate 
or apart from the ordinary finances and accorded a person- 
ality of its own.*' While one can find support for extraor- 
dinary budgets in the literature, “nevertheless, merely carry- 
ing to their logical conclusion the arguments for disunity 
will soon bring realization that independent budgets are, at 
best, dangerous,” Disregard of the principle of unity is as- 
sociated with “shady and doubtful practices, especially re- 
garding the problem of balancing budgets.” 

This vigorous polemic against extraordinary budgets is 
somewhat different from that of a paper published by the 
same author a year earlier, in which, on the whole, he ap- 
proved of the introduction of an “Emergency Budget” by the 
federal government.^* In its defense, Sundelson had argued 
that the huge New Deal expenditures were themselves “suf- 
ficient justification for their segregation”; other reasons given 
were that the recovery outlay was not a true government ex- 
penditure, since much of it was for self-liquidating construc- 
tion work; that the emergency items were of a contingent 
nature and would not be disbursed entirely in one fiscal year; 
that they required a different sort of control and regulation 
than the expenditures of the regular departments; that a 
definite economic philosophy lay behind the expenditures — 
spending for recovery; that, after all, it is better for the fed- 
eral government not to show a deficit, since it sets a bad 
example for the state and local governments. Me pointed 


H. L. Lutz, Public Finance, AppIeton Century, 1936, p. 35. 

1* Op. cit., pp. 247-48. 

“The Emergency Budget of the Federal Government,’* American Economic 
Review, March, 1934. 



BUDGETARY THEORY AND PRACTICE S05 

out, however, some “vices” of extraordinary budgets, but 
seemed to feel that these vices were not imminent in the 
American case. Perhaps the lesson is that one may adhere to 
the principles of “comprehensiveness” even though one aban- 
don the principle of “unity,” and that one may be fully aware 
of the possible “vices” of extraordinary and “special” budg- 
ets and still hold that such budgets can be made to serve 
the cause of clarity and accuracy. 

F. R. Fairchild has emphasized the necessity for a clear 
distinction between revenue receipts and nonrevenue re- 
ceipts (borrowing), and between governmental cost payments 
and nongovernmental cost payments (such as repayment of 
debt and capital expenditures on self-liquidating projects).** 
Equally important, in his view, is the distinction between 
gross and net debt, the latter being “simply the former re- 
duced by the amount of cash and equivalent assets belong- 
ing to the government.” He praises the Census Bureau for 
adopting these accounting concepts as early as 1907, and up- 
braids the Treasury Department for its failure to recognize 
the superiority of the Census classifications. The Annual 
Report of the Secretary for 1934, Fairchild says, fails to show 
the true revenue receipts, cost payments, and deficit, because 
it includes trust funds in its account and deals inadequately 
with the profits of devaluation of the dollar. Moreover, as 
far as principle is concerned, the deficit is undoubtedly exag- 
gerated by the inclusion of expenditures on investments, such 
as the loans of the Reconstruction Finance Corporation, 
which “should be treated as a capital (nongovernmental 
cost) expenditure after the manner of private business ac- 
counting.” However, one must be careful to avoid mistakes, 
such as that made by Willoughby in including among “as- 
sets” twelve billions of allied loans that clearly were not 
going to be repaid; and if expenditures of the R.F.C. or 
public works expenditures were going to be treated as capi- 
tal items, reserves for loss and depreciation should be set up. 

"An Analysis of the Government's Financial Reports, with Special Refer- 
ence to the Deficit/* American Economic ReviciUj March, 1955. 
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Thus, in 1935, Professor Fairchild seemed favorable towaid 
the concept of a ''capital** budget. Three years later, he vig- 
orously attacked the "double** budget system as used by the 
government; yet this position could, perhaps, be reconciled 
with his former position, since no consistently logical capital 
budgeting procedure had, in fact, been set up.^® "Without 
any intent to deceive, it can readily be shown that theWise 
of the double budget has tended to obscure the true picture 
of the national finances.** An erroneous impression has been 
given, he said, that the enormous deficits have been the resiilt 
entirely of extraordinary expenditures. Moreover, whereas 
the official figure shows a substantial decline in emergency 
and relief expenditures since 1934, this result was of)tained 
by a transfer (regarded by Fairchild as unjustified) of half 
the T.V.A. expenditures to the '‘general" account in 1936, 
and all of them in 1937 and 1938, together with the transfer 
of Emergency Conservation Work to tlie "general" budget 
in 1936. A "further distortion** resulted, he believed, from 
the inclusion of the net receipts of certain recovery loan 
agencies as a part of current revenues and the use of these 
funds to defray the expenditures of other agencies. Wlien 
the proper adjustments were made, it was seen, he held, that 
the recovery and relief expenditures for 1937 amount to 
$3,827 millions instead of the reported $2,846 millions. Thus, 
Professor Fairchild accuses the "double" budget system of 
having underestimated the extraordinary expenditures. 

Professor Gerhard Colm points out that budgetary prin- 
ciples are a set of norms for the limitation and supervision 
of the budget administration. He justifies President Roose- 
velt's "double** budget on two groumis: (a) estimates con- 
cerning emergency expenditures are more uncertain, more 
subject to revision; and (b) separation promotes administra- 
tive thrift and maintains fiscal morale. Contrary to Fairchild, 
he defends the shift of the Emergency Conservation Work 

“The United States Budget in the Past Decade,” Proceedings of the Acad- 
emy of Political Science, January, 1938. 

“Comment on Extraordinary Social Research^ May, 1938. 
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(C.C.C.) from recovery and relief to the ordinary budget as 
'‘an example of accurate budgeting.*' Similarly, although the 
practice of including in the budget only the surplus and defi- 
cit of government corporations is a violation of the princi- 
ple of “completeness,** it must be regarded as an important 
improvement in budgetary procedure. Against the double 
budget, Colm argues that the line of demarcation is neces- 
sarily arbitrary, that it may violate the principle of “pub- 
licity,** and may lead to a preference for self-liquidating 
])iojccts which need not be shown in the ordinary budget, 
even though self-liquidating projects may be less desirable 
from the welfare point of view. lie distinguishes between a 
“loan” budget, for which the criterion is that the items are 
financed by borrowing, and a “capital** budget, which in- 
volves expenditures on capital projects. The latter can be 
justified on grounds of administrative requirements. He ar- 
gues that, whereas current expenditure estimates should be 
made by the spending department, such procedure for capi- 
tal outlays leads to “dividing the kitty,** each department se- 
curing its most pressing needs, even though all the needs of 
one dei)aitment may be more important than the most ur- 
gent need of another. Colm believes that durability should 
not be the criterion for capital items. Expenditures on battle- 
ships, he thinks, ought not to be entered in the capital 
budget. 

A more exhaustive treatment of special budgets is to be 
found in A. E. Buck*s The Budget in Governments of To- 
day, He believes that the experience of American municipali- 
ties and the Soviet government with the capital budget prove 
it to be an effective aid to long-term financial planning, pro- 
\idcd the two parts of the budget are presented together. He 
mentions the unhappy experience of European countries with 
extraordinary budgets, but is of the opinion that die danger 
lies in making two distinct and unrelated budgets, and not 
in the division of a comprehensive budget into two parts. 
Annexed budgets are most appropriately applied to cases of 
self-supporting government undertakings or services. 
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IV. Federal Fiscal Documents 

Four major documents, published by the federal govern- 
ment, give information on revenues, expenditures, and debt, 
actual or prospective: The Daily Statement of the Uifiited 
States Treasury, which is the primary source of information 
on actual receipts and expenditures; The Budget of the Uri^ited 
States, which contains the President’s annual budget mes^iige, 
together with summary and detailed tables; The Annual Re- 
port of the Secretary of the Treasury, which contains siim- 
rnary tables, charts, and written reports; The Combined 
Statement of the Receipts and Expenditures, Balances, etc,, 
of the United States, which contains highly detailed tables. 

Taken together, these documents provide as complete in- 
formation on government finances as is necessary for most 
purposes. On the other hand, they are extremely difficult to 
use for anyone not familiar with their organization. There 
are discrepancies between the reports, and even within the 
same report when similar material is covered by different 
departments. The items one seeks are sometimes found un- 
der the most unpromising headings. Some items, like the 
Shipping Board, have the habit of popping in and out of 
particular tables from year to year without accompanying 
explanation. The form of classification is often different in 
each report for the same year. In short, it takes far more 
time and patience to discover what really is going on than 
the general public can be expected to devote to the matter. 
Standardization, systematization, and simplification are nec- 
essary to make these documents useful to the layman. 

Let us suppose that a conscientious voter wants to see what 
expenditures were made on P.W.A. in 1937 and to compare 
the figure with the projected expenditures for 1938. He goes 
first to the Annual Report, since it is the least terrifying in 
aspect of the four documents. He turns to the table of “Ex- 
penditures” under “Budget Results” but finds no figure on 
P.W.A. On a wild guess he turns to “Estimates of Expend- 
itures”; he finds here a much longer list of actual expendi- 
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tures for 1937 than in the “Budget Results” table, including 
an item for “Administrative Expenses, P.W.A.” — but no fig- 
ure for actual P.W.A. expenditures. Under “Construction 
Activities” he finds a subhead, “Program under the P.W.A.,” 
but the Report gives only a total figure for public buildings 
under P.W.A., and our conscientious citizen has an idea that 
there may have been other P.W.A. activities. He resigns him- 
self to tackling the Combined Statement and consults the 
long table of contents. Finding no separate heading for 
P.W.A., he undertakes the wearisome task of going through 
the subheads for each department, item by item. As the best 
bet, he looks up “Procurement Division (including public 
buildings. Public Works Branch)” under “Treasury Depart- 
ment." In the sixteen pages of entries he finds only one item 
of less than a half a million dollars that is specifically labeled 
P.W.A. and — if he is diligent enough to consult all footnotes 
— two others that are “transferred from P.W.A.” If he is not 
now utterly discouraged, he will find P.W.A. items under 
“Indian Affairs” of the Department of the Interior, Federal 
Emergency Administration of Public Works, “Nonmilitary 
activities” of the War Department, etc., which he is not cer- 
tain how to classify. After these experiences, it is highly un- 
likely that our citizen is still conscientious enough to look 
at The Budget to see what appropriations have been made 
for P.W.A. for 1938. Under “General Public Works Pro- 
gram” he will find items of $2.00 for communications ex- 
penses, but he is not told whether or not all the twenty-one 
pages of items represent P.W.A. expenditures. From this 
s'ngle example, it should be clear that these documents in 
their present form cannot be regarded as a medium for in- 
forming the electorate of the government’s finances. 

After these disconcerting experiences, the inquiring citizen 
would be forced to recognize that his apparently simple query 
was in reality a research problem, and, if he had the time and 
the patience, he would tackle it as such. The research would 
begin with the various pieces of legislation creating the P.W.A. 
and providing the different appropriations which have fi- 
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nanced its operations; it would lead through the statements 
made by that agency’s officials in the course of hearings before 
the Congiessional appropriation committees; and in all proba- 
bility it would not end before the inquiring citizen had had 
some direct correspondence with the agency itself. 

In the course of the search, it would be discovered that 
P.W.A. had originally been created with some very Inroad 
powers, including powers to make giants to other federal Agen- 
cies, to make loans to railroads, and to make loans and grants 
to states, cities, and other units of government, and that by 
fiscal 1938 these powers had become restricted to the making 
of loans and grants to nonfederal units of government. It 
would be discovered that P.W.A., except for its own adminis- 
tration, spent no money itself, that it merely made loans and 
grants to be spent, under general P.W.A. supervision, by 
others. It would be discovered that, with respect to loans, the 
P.W.A. had functioned as a kind of quasi-investment banker 
for railroad and municipal issues, intermediate between the 
borrower and the capital market, and that this relationship 
had been complicated by the interposition of the R.F.C. be- 
tween the P.W.A. and private purchasers of securities. Armed 
with this information, it would he possible to go to the appro- 
priate items in the Daily Staternentj and ascertain the volume 
of P.W.A.’s financial operations. 

Despite the lack of standardization of expenditure classifi- 
cation in the government reports, one can discern a tendency 
toward the development of "special” budgets of the “extraor- 
dinary” type. The first step was taken in the Hoover Admin- 
istration in the establishment of the Reconstruction Finance 
Corporation. Here was a government agency organized to 
meet an emergency, financed by a subscription to its capital 
stock of half a billion dollars out of the “General Fund.” 
In that year no special budget was set up for the R.F.C.; 
there is no report of its expenditures until 1933. But the very 
formation of a government-financed emergency corporation, 
authorized to make loans and undertake expenditures, was 

Cf. Combined Statement, 
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the first of several emergency measures which led directly to 
the President’s recent demand for a separate budget classi- 
fication, Clearly, the subscription to the capital stock of the 
R.F.C. represented an expenditure of an entirely different 
sort from administrative expenses, relief payments, or even 
public works. For presumably the capital subscriptions would 
provide the basis for investment in assets with a marketable 
value, and was, therefore, in some sense “balanced” by an 
acquisition of assets. The same is true of the subscription of 
$125 millions to the stock of the Federal I.and Banks in the 
same year.^® 

The Combined Statement shows no changes in 1932 other 
than the addition of the subscriptions to the stock of the 
R.F.C. and the Federal Land Banks to the list of “other” 
(as opposed to “general”) expenditures. The Budget, which 
previously had divided expenditures into “Ordinary” and 
“Reduction in Principal of the Public Debt Required to be 
Paid from Ordinary Receipts,” divided them for the fiscal 
year 1932 into “General," “Special,” and “Trust Funds.” 
This division was not made according to departments; nearly 
every department had some items in all three categories. 
“Special” items consisted of such expenditures as the “Me- 
morial to Women of the World War” under the heading 
“l.egislative F.stablishment,” and "Federal Reserve Board” 
under “Independent Establishments.” Trust funds, which 
arc funds held for particular groups or individuals, included 
items such as “Proceeds from Sale of Indian Lands.” 

In 1933 the form of the “budget results” table in the An- 
nual Report was significantly changed. Whereas in previous 
years expenditures had been divided into two broad classes, 
"general” and “other,” in 1933 there was an additional clas- 
sification: “Major expenditures due to or particularly af- 
fected by the depression.” Under this heading appeared the 

the written report of the Annual Report of the Secretary of the Treas- 
ury for 1932 (p. ly), these two subscriptions to capital slock are described as 
‘‘emergency” expenditures: but this term does not appear in the formal tabular 
statement of expenditures. 
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following items: Reconstruction Finance Corporation, Pub- 
lic Works, Special Aids to Agriculture, Distribution of Wheat 
and Cotton for Relief, Emergency Conservation Work (which 
latter became the C.C.C.), and Postal Deficiency. This clas- 
sification is significant because it indicates a recognition by 
federal finance authorities that there are some sorts pf ex- 
penditure that cannot properly be described as “ordinary,” 
and which need some special kind of treatment. \ 

In the text of the Report,^* the new method of classifica- 
tion is explained in the following manner: “Expenditures 
for 1933 and prior fiscal years cannot be completely classi- 
fied as between general and emergency outlays — a classifica- 
tion which was introduced into the Daily Treasury Statement 
on July 1, 1933. There is presented on page 7, however, a 
comparison of expenditures of the fiscal years 1932 and 1933, 
classified by major functional groups. In this table major 
items due to or particularly affected by the depression arc 
sliown separately.” 

The form of the Budget for the fiscal year 1933 (presented 
January 3, 1932) was the same as for the previous year. The 
Combined Statement showed no change except that four 
new “Independent Offices" were added and accounted for, 
namely. National Industrial Recovery, Emergency Conserva- 
tion Work, National Banking Emergency Act, and Federal 
Home Loan Bank Board. 

The “Federal Home Loan Bank Board" makes its first 
appearance in the Budget in 1934 (presented January, 1933). 
appearing under “Independent Establishments, Group I.” 
The Reconstruction Finance Corporation also makes its first 
appearance under “Independent Establishments, Grottp II. ” 
The difference between these two groups is not explained. 
Most independent establishments are in Group I. One can- 
not conclude that Group II is regarded as the “emergency” 
group, since it includes the Shipping Board, Veterans’ Admin- 
istration, and the Federal Farm Board. Subscriptions to stock 
of Federal Land Banks are not shown under the same head- 

Annual Report of the Secretary of the Treasury, 1955, p. 5. 
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ing as subscriptions to stock of R.F.C., but under ‘‘Treasury 
Department, General Fund.” About all that can be con- 
cluded from these revisions is that the Budget division at the 
beginning of 1933 was already feeling some need for reclas- 
sification of expenditures. 

In the Combined Statement the only changes introduced 
in 1934 were the addition of a large number of new Inde- 
pendent Offices and renaming the ‘‘Office of the Supervis- 
ing Architect,” which appeared under the Treasury Depart- 
ment, ‘‘Procurement Division, including public works. Pub- 
lic Works Branch.” 

A more important change was made in the Annual Re- 
port. The heading “Expenditures Due to or Particularly Af- 
fected by the Depression” gave way to the heading “Emer- 
gency and Other Expenditures.” 

Under the Roosevelt regime the trend toward setting up 
special budgets was considerably accelerated. In his first Bud- 
get Message — that for 1935, presented January 3, 1934 — he 
tacitly accepted the principle of a balanced “regular” budget, 
which is made to balance by setting up an “extraordinary” 
budget for emergency expenditures. He emphasized the fact 
that, with the exception of debt retirement, the budget esti- 
mates for the fiscal year 1935 show a small surplus, but that 
this budget “does not include any additional expenditure 
for extraordinary purposes.” ** By making this distinction be- 
tween the regular and the extraordinary budget, he sought 
to reconcile his election promise of balanced budgets with 
the expansion of those expenditures which, it was deemed, 
relief or recovery made necessary. 

Roosevelt’s distinction between “General” and “Emer- 


20 Viz.: Commodity Credit Corp., Electric Home and Farm Authority, Execu- 
tive Council, Ex port -Import Batiks, Fed. Alcohol Control Board, Fed. Board 
of Vocational Education, Fed. Civil Works Administiation, Fed. Co-ordinator 
of Trans[x>rtation, Fed. Deposit Insurance Corp.. Fed. Emergency Housing 
l^rp.. Fed. Emergency Relief Admin., National Emergency Council, Fed. Sav- 
ings and Loan Ass’n., Federal Surplus Relief Corp., National Industrial Recov- 
ery Admin., National Planning Board. 

Budget, 1955, pp. vi-viii. 
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gency” expenditures was carried into the Budget statement 
fc>r 1935, in much the same manner as in the Annual Report 
for 1934. Under the heading ‘‘General/' many items, not 
previously classified in that manner in the Budget state- 
ments, appear: Public Building Construction and Sites, River 
and Harbor Work, Agricultural Adjustment Administration, 
Farm Credit Administration, Agricultural Marketing Fund, 
Distribution of Wheat and Cotton for Relief, Subscription 
to the Stock of the Federal Land Banks, Interest on the pub- 
lic Debt, Public Debt Retirements. From this list it is clear 
that the double budget was still a long way from being a 
“current” and “capital” budget, or even an ordinary and a 
“loan” budget. 

In 1935 the Combined Statement adopted the classification 
introduced into the Annual Report of the previous year; 
expenditures are divided into “(icneral” and “Emergency.” 
The list of “emergency” expenditures is the same as in the 
1934 Annual Report^ except for the following additions: 
“Resettlement Administration” and “Chargeable against in- 
crement on gold: Melting losses, Payment to Federal Reserve 
Banks for retirement of national bank notes.” Several new 
Independent Offices were added to the contents.** 

By 1935, however, the form of the “budget results” table 
in the Annual Report had changed again. The main divi- 
sions were “General” and “Recovery and Relief” expendi- 
tures. Under the latter head is one main sul^head: Federal 
Public Works Projects. The public works are redivided into 
two parts: nonrepayable and repayable. This distinction is 
still another step toward the accurate budgetary procedure. 
The “repayable” items include the Boulder Dam and other 
Reclamation Projects; Loans to the Commodity Credit Cor- 
poration, to the Joint Stock Land Banks, and Crop and Feed 
Loans; Public Works Administration; and Subscriptions to 

22 Viz,: Emergency Relief Appropriation Art, Railroad Retirement BoardU 
Resettlement Administration, Rural Electrification Administration, Securities 
and Exchange Commission, Tennessee Valley Authority, Works Progress Ad- 
ministration. P.W.A. is not listed as a separate category, but appears under 
^Procurement Division" of Che Treasury Department and other headings. 
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Capital Stock.2» There is implied in the form of this table 
an argument that expenditures on income-yielding assets and 
on recoverable loans ought to be regarded differently from 
expenditures of other sorts. 

This form of presentation of expenditures was adopted by 
President Roosevelt in his 1936 Budget Message (January 3, 
1935)* Still clinging to the principle of a balanced ordinary 
budget, the President pointed out that for the fiscal year 
1934 "general receipts . . . approximately equalled the reg- 
ular expenditures for the year, a fact which should be duly 
recognized," and noted that the 1936 estimates balanced "ex- 
cept for expenditure to give work to the unemployed." In 
this same Message attention is drawn to an important budget 
"reform." Henceforth, self-supporting or self-contained gov- 
ernment units were to have their own separate and annexed 
budgets. There would also be a General Budget Summary, 
which would show surpluses or deficits from the annexed 
budgets in addition to the other items. Here we have the 
adoption of wliat is essentially the French system of annexed 
budgets for government corporations. In 1936 the depart- 
ments so distinguished were the Post Office Department, the 
Reconstruction Finance Corpora tion,^^ the Tennessee Val- 
ley Authority, and the District of Columbia. 

The Budget for 1936 divided expenditures into eight main 
divisions: 1 . Legislative, judicial, and Executive; II. Civil 
Departments and Agencies; III. National Defense; IV. Vet- 
erans’ Administration; V. Debt Charges; VI. Refunds; VIL 


28 These subscriptions included: Regional Agricultural Credit Corporations 
(’OSl). Federal Farm Mortgage Corporations (193.1b Federal Intermediate 
Credit Banks (1935), Federal Land Banks, Home Loan Banks, Home Owners* 
Loan Corporation, Federal Savings and Loan Associations, Federal Deposit 
Insurance C^orporation. 

24 The R.F.C. budget is subdivided in turn into a Summary Statement and 
“supporting statements" of the subsidiary organizations through which the 
R.F.C. operates. These included, in 1936, the Commodity Credit Corporation, 
the Exportdmport Banks of Washington, the Federal Farm Mortgage Cor- 
poration, the Federal Home Loan Banks, Federal Housing Administration, 
Horne Owners’ Loan Corporation, and the Regional Agricultural Credit Cor- 
poration. 
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Recovery and Relief; VIIL Supplemental Items. Under Re- 
covery and Relief the divisions were: (i) Agricultural Aid; 
(2) Relief; (3) Public Works; (4) Aid to Home Owners; (5) 
Miscellaneous; (6) Reconstruction Finance Corporation (from 
annexed budget); (7) Tennessee Valley Authority (from an- 
nexed budget).^® » 

The reports of actual expenditures {Annual Repoft and 
Combined Statement) show little change in 1936. Theatems 
“Railroad Retirement Act/’ “Soil Conservation and Domes- 
tic Allotment Act/’ and “Social Security Act’’ were added to 
the list of “General” expenditures, and the debated transfer 
of Emergency Conservation Work to the “General” category 
from “Recovery and Relief” was made. 

In his Budget Message for 1937 (January 3. 1936) Roose- 
velt reiterated his distinction between a balanced regular 
budget and an emergency budget. “In looking at the revised 
estimates for the fiscal year 1936 I am more than pleased to 
find that we have not only accomplished what I said we 
would in my Budget Message a year ago but that the results 
with respect to both expenditures and receipts have sur- 
passed expectations.” He included in the category of “regu- 
lar activities,” as opposed to “recovery and relief.” “major 
public works, operations of the C.C.C., and agricultural ben- 
efit payments.” He also announced that twenty emergency 
agencies had been brought under the administration of the 
Director of the Budget, In the Budget itself no significant 

28 TTie Budget for 1936 carries with it a "Supporting Schedule No. 3, Part 
III/’ in which is presented "Monevs for Recovery and Relief Classified as to 
Provisions for Repayment." Its outline is as follows: I. Nonrepayable, i. Grants, 
aids and expenses: F.E.R.A.; C.W.A.; Emergency CiOnsen^ation Work; Dept, of 
Agric. drought relief; P.W.A.; Surplus Relief Corp.; A.A.A.: Land Banks; 
R.F.C.; Regional Agric. Credit Corps.; Adm. for Industrial Recovery, 2. Fed- 
eral public works projects; T.V.A,; Public highways: Boulder Canyon; Rivers 
and Harbors; Other: (Departmental). II. Loans: Comm. Credit Corp.; Joint 
Slock Land Banks; Crop and feed loans; P.W.A.; Emcrg. housing; F.H.A.; Subs, 
homesteads; R.F.C.; Export-Import Banks. III. Subscriptions to capital stock, 
etc,: Production Credit Corps.; Banks for co-ops.; Regional agric. credit corps.; 
Fed. Farm Mtgc Corp,; Fed, Inicrra. Credit Banks; Fed. Land Banks; Home 
Loan Banks; Home Owners’ Loan Corp.; Fed. Savings and Loan Assns.; 
FJ).LC. IV. Unallotted funds (by P.WA.). 
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changes were made in 1937. In accordance with the reports 
of actual expenditure for 1936, the Budget for 1937 shifted 
the Emergency Conservation Work, under the heading Ci- 
vilian Conservation Corps, from Recovery and Relief to the 
“General” category. The Boulder Canyon Project was taken 
out of the “Federal Public Works” division of the nonrepay- 
able recovery and relief expenditures and entered under 
“Civil Departments and Agencies.” 

The "budget results” table in the Annual Report for 1937 
divides expenditures into “Regular operating expenditures,” 
“Public Works, and “Relief” — each with subdivisions; 
Loans, Subscriptions to Stock and Surplus, Agricultural Ad- 
justment program, Social Security, Railroad Retirement, and 
Debt Retirement. A more significant classification makes its 
appearance in the “Estimates of Expenditures” table, which 
includes a report of actual expenditures for 1937. Under 
“tk’ncral and Special Accounts” appear: I. General, II. Re- 
covciy and Relief, III. Revolving Funds, IV. Transfers to 
Trust Accounts (including for the first time the Old Age Re- 
set \c Account), V. Debt Retirements. “Trust Accounts, In- 
crement on Gold, etc.” are listed under that heading. As will 
be seen below, the 1939 budget organization is really an elab- 
oration of this kind of formulation. 

In the tggS Budget, the “General Public Works Program” 
is eliminated from the “Civil Departments and Agencies” 
category and made a main division of its own, along with 
“Legislative,” “Recovery and Relief,” etc. “Social Security” 
is added as a main subciivision. The Federal Deposit Insur- 
ance Corporation follows the C.C.C. and Boulder Dam from 
"Recovery and Relief” to the regular division, under “Legis- 
lative and Executive.” The Federal Surplus Commodities 
Corporation was added to the list of nonrepayable recovery 
and relief expenditures, while the Surplus Relief Corpora- 
tion, Emergency Conservation Work, and Agricultural Ad- 
justment program no longer appear there. 

In his Budget Message for 1939, the President came out 
tnore definitely for a reclassification of expenditures. He di- 



2i8 


FISCAL POLICY AND BUSINESS CYCLES 


vided expenditures into four major types: (i) Fixed charges 
that cannot be reduced by Executive action, e. g., interest on 
public debt, pensions, contributions to Old Age reserves, 
etc.; (2) Everyday operations of government that do not af- 
ford opportunity for large reductions, e. g., State Department 
salaries of diplomats, consuls, etc.; (3) “Hie major effort of 
the Government to help the economic secuiity of llarge 
groups of citizens. . , Aids to save farms and homes from 
foreclosure, relief for unemployed, old-age pensions, etc.; (4) 
“The final category includes items of public exjienditurc for 
capital improvements — such as new highways, new river and 
harbor projects etc."® 

In his Budget Message for 1940, issued on January 3, 1939, 
President Roosevelt brought the issue of tlie capital budget 
specifically to the fore. He divided federal expenditures into 
“ordinary” and “extraordinary.” The former relate to the 
'‘operating expenditures for the normal and continuing func- 
tions of government.” “The ordinary exjienscs,” said the 
President, “should be met out of current revenues.” And he 
expressed the hope that in times of prosperity c urrent leve- 
nues would so far exceed ordinary exjienditures as to pro- 
duce a "surplus that can be applied against the public debt 
that the Government must incur in lean years because of 
extraordinary demands upon it.” 

The extraordinary exjienditures, which are concerned with 
loans, capital outlays, and relief of need, he deemed to be 
sufficiently flexible in character as to permit their contrac- 
tion and expansion as a “partial offset for the rise and fall 

The general form of the 1959 Budi^et is unchanged. Amon^ changes in the 
details, however, were the following* The C'.ornmr)dity Ocdii Corporation and 
the Farm Credit Assn, were eliminated from Recovery and Relief, and the 
Federal Farm Mortgage Corp.. the Farm Security C'.orp., Administrative Expense. 
Boulder Canyon, Grants to States, I.oans to Railroads, and the Resettlement 
Administration were added. 1 he Cornnuxliiv Credit CVrrp.. I-arm Credit Ad- 
ministration. Loans and Grants to States, Loans to Railroads, Export-Iinpoit 
Banks, and the R.F.C. wcie added to the Revolving Funds Account. 'I‘he Old 
Age Reserve Account, Railroad Retirement Account, Adjusted Servic-e CJertifi 
cate Fund. Government Employees’ Rctiieincrii Funds wcie placed in a new 
section called “Transfers to Trust Accounts.” 
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in the national income.” In this manner they ‘‘deal more 
particularly with the relationship between fiscal policy and 
the economic welfare of the country.” Presumably, in pe- 
riods of prosperity, these extraordinary expenditures could 
be greatly reduced. The current revenues, augmented by a 
rising taxable income, could be expected to yield a surplus 
which would be applied to debt retirement. The President’s 
Message presupposed not merely highly fluctuating current 
revenues correlated directly with the business cycle, but also 
a highly fluctuating volume of extraordinary expenditures 
correlated inversely with the cycle. 

This portion of the Message did not make it definitely 
clear whether it was expected that the surplus of current 
revenues during prosperous years shall be adequate to retire 
all the debt incurred by reason of the extraordinary expendi- 
tures made in depression years, or only a part of the debt so 
incurred. But other portions of the Message would indicate 
that the latter was intended. Reference was made to “criti- 
cism of the Government’s practice of including in its budget- 
ary expenditures amounts disbursed for loans or for self- 
liquidating projects or for other extraordinary capital outlays 
which increase the wealth of the nation.” A change in the 
method of financing self-sustaining governmental corpora- 
tions and credit agencies was recommended. An annual ap- 
praisal of the assets and liabilities of these corporations or 
agencies should be made and “any surplus from operations 
or impairment of capital resulting from losses” should be re- 
flected as receipts or expenditures in the annual Govern- 
ment Budget. Thus “the Bitdget would be affected, not when 
the investment or loan is made, but in the fiscal year when 
the surplus or loss occurs.” Capital expenditures made by 
these agencies would not result in an increase in the direct 
government debt. Moreover, it was recommended that the 
capital outlays incurred on self-liquidating public projects, 
like Boulder Dam, should likewise not be included in the 
annual budgetary expenditures. Such expenditures should 
be capitalized and should occupy a separate category in bud- 
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getary reporting. The implication clearly was that for self- 
liquidating capital outlays of this character a capital budget 
should be set up, separate and distinct from the extraordi- 
nary budget. Thus, in eflFect, it was suggested that four types 
of budget be created as follows: 

I. Ordinary Budget i 

II. Extraordinary Budget \ 

III. Capital Budget (including self-liquidating Public Prijects 
and investment in government corporations and ageiicies) 

IV. Annexed Budgets (for government corporations and agen- 
cies) 

The implication was that both the ordinary and the extraor- 
dinary budgets should be financed over an entire cycle from 
current revenues, though not necessarily in each year in the 
cycle; and that the capital budget was to be financed by 
borrowing. According to this theory, the public debt might 
be permitted to rise pari passu with a rise in income-earning 
assets. Such increase in debt could be expected to liquidate 
itself over time and would represent no draft on the taxable 
wealth or income of the community. 

The President’s Message, however, went a bit farther, but 
how far is not definitely clear. He did say that our financial 
statements “should clearly reflect, in appropriate classifica- 
tions, the amount of government outlays for physical im- 
provements that are not self-liquidating in character.” There 
followed a table which set over against the rise in the public 
debt during the decade 1931-40 the federal outlays for dur- 
able improvements and recoverable loans and investments. 
Recoverable loans and investments constituted, however, only 
3.3 billions of dollars out of the total so expended. It is clear, 
therefore, that, in so far as the public debt had risen by 
reason of capital outlays, 80 per cent was due to expenditures 
on non-self-liquidating projects. 

It is with respect to the rise in the public debt incident to 
these outlays that intelligent debate begins. The President 
did not commit himself. He suggested that a catalogue of 
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such outlays at least helps to appraise the economic signifi- 
cance of our rising public debt. With respect to these outlays, 
at any rate, the money had not been thrown “out of the win- 
dow or into the sea/* The President insisted that we have 
been “buying real values with it/* But he did not commit 
himself to the thesis that the public debt may properly rise 
commensurate with the growth of this type of public wealth. 
Indeed, he emphatically asserted that he was not suggesting 
“an ordinary budget which is always balanced and an extraor- 
dinary budget which is always unbalanced.” Not only should 
the ordinary budget at all times be met from current reve- 
nues, but in good times any extraordinary expenditures 
which it was deemed necessary to make should, according 
to the Message, be met from taxes, and, in addition, a sur- 
plus should be produced in order to retire some of the debt 
incurred during depression. It is not clear, however, that the 
President advocated a complete balancing of ordinary and 
extraordinary expenditures over the cycle period, even after 
self-liquidating capital expenditures and governmental cor- 
poration outlays had been deducted from the “extraordh 
nary” expenditure category. What can definitely be said is 
that he envisaged that extraordinary expenditures on non- 
selMiquidating public works and on unemployment relief 
shall, over the cycle, be met in part from current revenues. 

Over the entire decade 1931-40, according to the Presi- 
dent’s table, total ordinary expenditures amounted to $40,515 
millions and total current revenues to $41,033 millions. Ex- 
cept for the fiscal years 1932, 1933, and 1936, current reve- 
nues exceeded ordinary expenditures. But, for the entire 
decade, current revenues contributed only half a billion dol- 
lars to the total extraordinary expenditures of $27,797 mil- 
lions. Of this total, $16,231 millions was for unemployment 
relief, $7,952 millions for public works, and $3>339 millions 
for loans and subscriptions to stock, etc. The unemploynient 
relief total, however, included an estimated $2,687 millions 
of durable improvements constructed by the W.P.A. If this 
be added to the public works, loans, and stock subscription 
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items, we get a total of $13,978 millions for public works 
and investments. There remains the almost exactly equal fig- 
ure of $13,544 millions for unemployment relief expendi- 
tures of a sort which have left no material assets behind. Ac- 
cording to these estimates, we have '‘something to sho\v’’ for 
one half of the extraordinary expenditures; the rest w^nt to 
relieve distress but added nothing to the public wealtll 

In view of the stress laid on durable assets, it is important 
to note that the mere accumulation of tangible wealth is not 
an adequate criterion of the economic justification of public 
expenditures. Expenditures on public health and education 
may be more valuable than the construction of durable proj- 
ects. 

The trend toward reorganization of the federal budget to 
take account more adequately of the distinction between gen- 
eral expenditures and “speciar* expenditures of one sort or 
another has existed throughout most of tlie depression pe- 
riod, and the President’s 1940 Budget Message represented 
a culmination of this trend. The time has now been reached 
when there should be undertaken a systematic budget re- 
form. 
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Chapter XI 

THE CYCLICAL CONSUMPTION- 
INCOME PATTERN 


O NCE a revival is started, a cumulative process begins 
in which investment and consumption interact upon 
and stimulate one another — the first increment of in- 
vestment induces an increase in consumption and this, in 
turn, induces further investment. This cumulative process, 
however, unless continually reinforced by spontaneous or in- 
dependent investment, is likely to peter out rather quickly. 
This follows from the fact that a considerable part of the 
new income generated by investment is not used for con- 
sumption. Thus, the induced consumption expenditures tend 
continually to run down, and so, in turn, the induced invest- 
ment slows up until the whole process comes to a standstill 
and thereafter rapidly develops into a cumulative downturn. 
The cumulative downward process similarly comes to a halt 
because, with lower incomes, consumption falls less rapidly 
than income and so offers an increasing resistance to a fur- 
ther decline. 

The cumulative process, therefore, does not offer a valid 
theoretical basis upon which to predicate either a continued 
upward movement or a continued downward spiral. And it 
is equally precarious to pin one's faith upon the cumulative 
process to produce a sustained recovery. The recovery is not 
likely to reach any very high level, nor to be maintained for 
any considerable period of time, without the injection of a 
continuous flow of spontaneous or independent investment. 
It is true that expenditures on durable consumers' goods 

s*5 
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(especially automobiles) not only help to initiate an upturn, 
but also help to sustain the recovery as long as investment 
outlays are sufficiently large to maintain income at a high 
level. But there is not likely to be any important decline in 
the consumption of durables or of consumption in general 
until a decline in income has already set in. Whenever In- 
vestment falls off, however, employment and income declir(e, 
and the decline in income is likely to bring about quickly 
a sharp reduction in the purchase of durable consumers’ 
goods and more gradually a decline in consumption in gen- 
eral. 

Thus, we must look to the continued flow of investment 
expenditures to sustain prosperity. Whenever this stops, in- 
come falls off, not only by the amount of the decline in 
investment expenditures, but also by reason of the induced 
decline in consumption. While consumption and investment 
both play a role in initiating recovery and in the cumulative 
process, it is peculiarly spontaneous or anticipatory invest- 
ment which must carry on if a high level of income and 
employment is to be maintained. In the absence of govern- 
mental support, on a scale hitherto not realized, booms in- 
evitably die sooner or later a natural death, because the in- 
vestment flow dries up. It dries up because, after some years 
of large capital outlays, investment opportunities become 
temporarily exhausted. 

A society so constituted that its consumption habitually 
falls, by a considerable percentage, below its income at rea- 
sonably full employment levels requires a large continued 
flow of new investment to keep it going at full activity. Thus, 
it is important not merely to inquire into a country’s invest- 
ment opportunities, and how fully these have already been 
satisfied, but also what proportion of its income is customar- 
ily consumed. The relation of consumption to income is ap- 
parently a highly stable function and certainly one of the 
most important in the whole field of economics. 
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The Consumption Function 

A schedule giving the amount of consumption at various 
income levels is precisely analagous to the ordinary demand 
schedules for commodities. The consumption-income sched- 
ule and the ordinary demand schedule both show the func- 
tional relation between two variables, the former the relation 
of consumption to income, and the latter the relation of the 
amount demanded to price. The functional relation of con- 
sumption to income may be designated briefly by the phrase 
‘hhc consumption function.’* 

The relationship of percentage changes in demand to per- 
centage changes in pi ice may be described by the phrase 
“price elasticity of demand,” while the relationship of con- 
sumption to income may be described by the phrase “income 
elasticity of consumption.” A commodity demand schedule 
may, c^f course, also be set up in terms of the relation of 
quantity taken to income. The shape of such a derived curve 
may be described as the “income elasticity of demand” for a 
particular commodity. A summation or aggiegate of all such 
indi\idual commodity demand schedules for consumption 
goods of all sorts would, of course, give us the aggregate 
income-consumption schedule, which we are here discussing. 

The income elasticity of consumption is a property or 
characteristic of the consumption function. Other properties 
of the consumption function are as follows: (i) the marginal 
propensity to consume and (2) the average propensity to con- 
sume. 

The marginal propensity to consume may be defined as the 
percentage of an additional increment of income which the 
public wishes to consume; it may be designated as follows: 

in which C is consumption and Y is income. The av- 
erage propensity to consume may be defined as the propor- 
tion of any given aggregate income which the public wishes 
to consume; it is the ratio of consumption to income at any 

given income level and may be designated as follows: 
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Both the marginal propensity to consume and the average 
propensity to consume may, of course, vary (as is also true 
of elasticity) at different income levels. But they need not 
both change in the same direction. Indeed, the average pro- 
pensity to consume may, for example, increase steadily as in- 
come falls, while the marginal propensity to consume might 
remain constant at all income levels. This is illustrated’ in 
the table and chart on page 229. ^ 

Keynes* “propensity to consume” is merely another te^m 
for the consumption-income schedule or the consumption 
function. Keynes* terminology is perhaps more likely to be 
misunderstood, especially by the nontechnical reader, who is 
likely to conclude that “propensity to consume” means merely 
a desire to consume. On the contrary, it represents something 
quite specific with respect to action. The “propensity-to- 
consume** schedule indicates precisely the action which the 
public is prepared to take with respect to consumption pur- 
chases at various income levels, just as the demand schedule 
for individual commodities indicates the amount of the com- 
modity which the public is prepared to buy at various prices. 
At times, the phrase “propensity to consume** is a peculiarly 
convenient expression to use, but more often the phrases 
“consumption-income schedule,** or, more briefly, “consump- 
tion function,** will be used in this book. 

With respect to both the demand function and the con- 
sumption function, it is, of course, true that they are hypo- 
thetical in the respect that the amount which will be de- 
manded in the former case, or the amount which will be 
expended on consumption in the latter case, is dependent 
upon a single variable — price in the former instance and in- 
come in the latter. It is assumed that everything else, not 
inherently connected with the change in price in the one 
case or the change in income in the other, remains constant. 
Thus, with respect to the demand curve, it is assumed that 
the tastes and relative preferences of consumers for differ- 
ent commodities remain unaltered; and, with respect to the 
consumption-income curve, it is assumed that the thriftiness 



A = Consumption Function with respect to which both the 
marginal propensity to consume and the average propensity 
to consume are unity at all income levels. 

B = Consumption Function with respect to which the mar- 
ginal propensity to consume and the average propensity to 
consume are as given in the following table: 



C 

AC 


Y 

AY 

56 

1.056 

0.667 

62 

1.000 

0.667 

68 

0.971 

0.667 

80 

0.925 

0.667 


Billions of 
dollars 



Chart 10, 

**9 
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of the people remains unaltered. A sliift in the demand curve 
from left to right, for example, represents a genuine change 
in demand in the respect that the preferences for different 
types of commodities have been fundamentally changed, and 
similarly a shift in the consumption-income curve indicates 
a change in the thriftiness of the community. Thus, wit\] a 
decrease in thriftiness the consumption-income curve woi^d 
shift upward precisely as an increase in the demand for\a 
specific commodity would be represented by an upward shift 
in the whole demand curve. 

The curve, or schedule, represents the relation of one vari- 
able to the other in a “period’’ within which all other varia- 
bles are assumed to remain constant. Thus, the consumption- 
income schedule, or the consumption function, represents 
only one single relationship — changes in consurnplion as in- 
come changes. Hypothetical schedules of this character are, 
of course, heroic abstractions. They are unrealistic in the re- 
spect that they seek to isolate from the multitude of factors 
which are constantly changing in a highly dynamic world a 
single variable which is regarded as a significant determinant 
in order to measure the influence of this variable upon the 
dependent variable. Perhaps the best illustration of such a 
hypothetical schedule, in so far as the consumption function 
is concerned, would be one purporting to show the different 
amounts which a given individual with certain definite, un- 
changing psychological attitudes would expend on consump- 
tion goods in the event that Iiis income should change. In 
point of fact, of course, as liis income changes, other things 
change also, including his psychological attitudes. A severely 
heroic abstraction which precludes all such changes in psy- 
chological attitudes may frequently be very useful in eco- 
nomic analysis, even though it is somewhat unrealistic. 


Statistical Studies of Consumption 

A statistical analysis more realistic, though less rigorous in 
its logic, might proceed on tl^ following assumptions: that 
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human beings, in general, are fundamentally alike when 
viewed in rather large statistical aggregates; that, therefore, 
the expenditures on consumption goods by individuals with 
an income of one thousand dollars represent, in some sense, 
a typical behavior; and, similarly, the expenditures of an ap- 
propriate sample of individuals with an income of $1,500, 
$2,000, $2,500, etc., may be regarded as typical. The assump- 
tion may, moreover, be made that a typical individual who 
expends a certain amount on consumption goods when his 
income is $1,000 would, if his income were increased to 
$1,500, $2,000, $2,500, etc., expend on consumption goods 
the amount wliich individuals in those groups typically spend. 
This involves, of course, the assumption that the typical in- 
dividuals at the various income levels arc fundamentally alike 
and differ in their behavior only by reason of the differences 
in their incomes. 

An illustration of this type of statistical analysis may be 
found in the report of the National Resources Planning 
Board on Consumer Expenditures in the United States.^ 
From the budgets examined it is possible to prepare a sched- 
ule showing the amounts consumed by different income 
classes, as is done in Table XX on page 232. 

On the basis of such a table, a schedule can be constructed 
showing the consumption of society as a whole at various hy- 
pothetical income levels. Imagine that the income' of each 
group suddenly rose to a higher level. The individuals of 
each group would now react in their consumption expendi- 
tures, it is assumed, according to the consumption-income 
schedules statistically ascertained in the actual budget studies. 
Ehus, in the event that the one-thousand-dollar income class 
should experience a jump in income to the fifteen-thousand- 
dollar class, they would presumably react in their consump- 
tion expenditures just as the fifteen-thousand-dollar income 
class had in fact reacted, according to the inquiries made. On 
this assumption, a table was calculated giving the consump- 

1 National Resources Planning Board, Consumer Expenditures in the United 
States, U.S. Government Printing OCTice, 1939. 
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Table XX 

Consumption as 

Income Head 

Per Cent of Income 

Under I500 

149*4 

5500-750 

112.8 

$750-1,000 

104.6 

$1,000-1,250 

100.6 

$1,250-1,500 

99*0 

$1,500-1,750 

965 

$1,750-2,000 

950 

$2,000-2,500 

91.8 

$2,500-3,000 

88.4 

$3,000-4,000 

84.4 

$4,000-5,000 

79-4 

$5,000-10,000 

70-5 

$10,000-1 5,000 

61.1 

$15,000-20,000 

60.1 

$20,000 and over 

49*3 

Derived from National Resources Committee, Consumer Expenditures in the 

United States, 1939, p. 20. 


tion for the economy as a whole 

at varying total income 

levels, ranging from $60 billions to $80 billions. This sched- 

ule is given in Table XXI. 


Table XXI 

National Income 

Consumption as 

(billions) Per Cent of Income 

$50.0 

93» 

60.0 

89.8 

70.0 

87.2 

80.0 

8fi.i 

Table derived from National Resources 
tures in the United Slates, 1939, p. 167. 

Committee -Consumer Expendi- 

What realistic interpretation might be made of such a 
table? Let us suppose that the national income will, in fact, 
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rise by $io billions per decade over the next half century. 
By the aid of such tables, would it be reasonable to assume 
that one could determine approximately the amount of con- 
sumption decade after decade from such a consumption- 
income schedule as the kind referred to above? Obviously, 
such a conclusion would be unwarranted. Were the schedule 
in question applied to such data, it would appear that, as 
the national income rose decade by decade, a smaller and 
smaller percentage of the total income would be consumed 
and a larger and larger percentage saved. Now we know in 
general, from past experience, that this has not happened. 
We know that, as incomes in all groups have risen, changes 
in the standard of living have forced upward the minimum 
consumption requirements, so that always the lower income 
groups, despite the fact that their incomes were much higher 
than fifty or one hundred years ago, still consumed all or 
even more than all of their incomes, their incomes being 
often supplemented by gifts and by borrowing. Historically, 
it appears probable — though the data are certainly inconclu- 
sive — that as the national income has risen secularly from 
decade to decade, approximately the same proportion of the 
income has been consumed.* This appears to be true for the 
United States down to the present time and for England, at 
any rate until the time of the first World War. Fundamental 
institutional changes may, of course, alter this relationship, 
but there is no conclusive evidence that, with die long-run 
secular rise in per capita income, any substantial increase has 
occurred in the relative proportion of the total income con- 
sumed and saved. 

It appears evident, therefore, that the typical consumption- 
income schedule (which shows a tendency for the ratio of 
consumption to income to fall as income rises) does not hold 
for the long-run secular change in real income. The relation 
indicated holds only when large changes in income occur 

* Preliminary estimates by S. S. Kuznets of capital formation in the United 
States during the past six decades, soon to be published, support this con^ 
elusion. 
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within a relatively short period of time. Now, in point of 
fact, this is precisely what happens in the violent fluctuations 
of income in the business cycle. 

The fluctuations in consumption relative to income in 
the various phases of the cycle follow a more or less definite 
cycle pattern. The volume of consumption is determined not 
merely by the size of the income, but also, in part, by the 
particular stage in the cycle at which tliis income is receiveil. 
Thus, the consumption is, within the cycle period, a func- 
tion not merely of the size of the income, but also, to some 
extent, of the particular phase of the cycle in which the in- 
come occurs. Moreover, the cyclical changes in income occur 
for each income group. Each group experiences marked 
changes in income within the cycle period. The change in 
aggregate consumption springs from changes in the income 
received by all of the various income groups. This, however, 
is something very different from the differential consump- 
tion behavior of different income groups at any one point of 
time. For all these reasons, it cannot be assumed that sched- 
dules derived from the amount consumed by various income 
groups at any one period — for example, 1 935-36, as in the 
study of the National Resources Committee — could be used 
as a basis from which one might calculate the changes in con- 
sumption which would follow from cyclical fluctuations of 
income. 


Cyclical Consumption-income Pattern 

Fortunately, however, as we have indicated in an earlier 
chapter, we now have data indicating the relation of con- 
sumption to income in the various stages of two complete 
major cycles from 1921 to 1939, inclusive. These data give 
us, therefore, a fairly accurate pattern of the relation of con- 
sumption to income within the business cycle period. This 
pattern we may designate as the cyclical pattern of consump- 
tion with respect to income, or, more briedy, the cyclical 
consumption-income pattern. It should be emphasized that 
wc are concerned with cyclical changes in consumption rela- 
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tive to income. We are not concerned with an abstract prop- 
osition about the behavior of consumption relative to income 
in general. The proposition is that from one phase of the 
business cycle to another, one can detect a pattern in the 
changing relationship of consumption to income. It is be- 
lieved that this cyclical pattern of consumption with respect 
to income is of fundamental significance. 

The relation of consumption to income (as measured in 
current dollars) for the two major cycles from 1921 to 1939 
is shown in the scatter of points in Chart 11.® In the appen- 
dix to this chapter is presented a statistical analysis of the 
functional relation of consumption to income corrected for 
price changes and population growth. 

It will be noted from the chart that, at very low income 
levels, consumption exceeds income. This means that disin- 
vestment (consumption of part of the stock of capital goods) 
is going on. At around the $50 billion income level, con- 
sumption equals income, judging from the raw, uncorrected 
data liere used, one gets the impression that, at low income 
levels ($40 to $60 billions), consumption increases relatively 
more slowly as income rises than is the case at higher income 
levels ($65 to $85 billions). In part, this may be accounted for 
by the fact that in the early stages of recovery investment 
leads the way (see Chapter II), while consumption, being 
largely induced, follows with a lag. Once this lag is over- 
come, consumption rises more nearly in proportion to in- 
creases in income. 

It is significant that the years in which the ratio of con- 
sumption to income is relatively low are the more prosper- 
ous years — 1923, 1925, 1926, 1929, 1937, and 1939. From 
the general character of the consumption function it could 
be expected that consumption would be relatively low in 
relation to income (or, in other words, savings relatively high) 
in peak years. This is due in no small measure, no doubt, to 

•The data for 1921-34 are from S. S. Kuznets, National Income and Capital 
Formation, 1919-3^; and for 1935-39 from the Department of Commerce 
and the National Resources Planning Board. 
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the high cxirporate profits of such years, a large proportion 
of which is saved and retained in the business. 

Apparently, the income level is very important as a de- 
terminant of the proportion of income consumed, and also 
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the position in the cycle. Thus, at the lower turning point 
(1921-22) in the first cycle 92.2 per cent of the income was 
consumed, while at the second lower turning point (1932-33) 
109.6 per cent of the income was consumed. It requires, ap 
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patently, an extremely severe deflation, such as that in the 
early thirties, to bring about aggregate dissaving or disinvest- 
ment. In more normal depressions, even at the bottom, in- 
come exceeds consumption, and there takes place a consider- 
able amount of net investment, though much less than at the 
peak of the boom. 

During the seven relatively prosperous years 1923-29, the 
proportion of income consumed averaged 88.0 per cent. In 
1937 and 1939, 88.1 per cent of income was consumed. The 
proportion of income consumed varied very little in any one 
year from the general average of 88.1 per cent for all these 
nine relatively good years. For example, the per cent of in- 
come consumed was 88.2 in 1923-24, 88.5 in 1927, and 88.0 
in 1929. Such variation as there was, was probably due mainly 
to the rather volatile item of corporate profits and the re- 
lated item of corporate savings. In the less favorable years, 
such as 1924, 1928, and 1938, the proportion of income saved 
fell off, or, in other words, the ratio of consumption to in- 
come rose. The percentage of income consumed in these years 
was 90.3, 89.8, and 90.6 respectively. In general, one may 
conclude from these data that, once a fairly high income 
level is reached, as for the nine years referred to, approxi- 
mately the same proportion of the income is consumed.* 

In the fairly high income years, then, about 88 per cent of 
the national income was consumed, and 12 per cent was 
saved. Gross savings for the same years amounted to 22.8 per 
cent of the gross national product.' This consumption-income 
pattern at relatively high income levels appears to be fairly 
constant. It is deeply rooted in the customs, habits, and tra- 
ditions of the people, and in institutions which are not easily 


^This conclusion holds also if one defines consumption more narrowly by 
excluding from this c*ategory durable consumers’ goods. So defined, the pro- 
portion of income consumed averaged 76.3 in the high years. 1923-29. The 
figure was 76.8 in 1923-24, 77.1 per cent in 1927, 76.1 per cent in 1929, and 
77.2 in 1937 and 1939. 

® Gross national product = national income plus replacement investment 
expenditures. Gross savings = net savings plus depreciation, depletion, and 
obsolescence allowances. 
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changed and, indeed, very frequently not desirable to change. 

In order to maintain a fairly high level of income, it is 
therefore necessary, as long as this cyclical consumption- 
income pattern persists, to expend about 22 per cent of the 
gross national product on real investment (new and replace- 
ment). For a |i 10 billion gross national product ® (which fujll 
employment could currently make possible at a price level 
10 to 15 points above the 1910 level), this means about $2\[ 
billions per annum. The difficulty of finding investment out- 
lets for so large a volume of expenditures is a major modern 
problem. As long as the current consumption-income pat- 
tern persists, the economy is geared to high investment. It is 
the consumption-income pattern which explains why it is 
necessary to maintain investment at a high level in order to 
achieve full employment. 

Stability of Consumption4ncome Pattern 

The question is frequently asked: Why lay so much em- 
phasis upon investment per se? Why not expand consump- 
tion? This is a perfectly sensible question. Indeed, it may 
well be that we ought to encourage consumption. But the 
fact is that the ratio of consumption to income is not easily 
increased. Indeed, there is reason to believe that we are 
right in the midst of institutional developments — structural 
changes in our economy — which tend, for a time at least, to 
lower the ratio of consumption to income and to increase the 
proportion of income saved. 

Consider, first, the great development of life insurance — 
a development in itself thoroughly sound and certainly de- 
serving of public encouragement and support. Life insurance 
has grown! to gigantic proportions in a single generation. In 
1880 the assets of life insurance companies amounted to less 
than $500 millions. Thirty years later in 1910, they amounted 
to only $3.9 billions. Then came the period of rapid growth. 

• This would yield a national income of $98 billions. Gross national product 
minus replacement capital expenditures equals national income. 
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By 1940 the assets amounted to over $30 billions. In 1937 
the income of life insurance companies from premiums and 
investments amounted to about $5.3. Benefit payments were 
$2.4 and expense outlays $1.0 billions, leaving around $1.9 
billions annually for new investment. 

Eventually life insurance will reach financial maturity and 
will pay out year by year, in benefits and costs, amounts equal 
to premium receipts and income from investments. When 
this point is reached, individuals will be able to save by the 
life insurance method without such individual savings result- 
ing in any net aggregate savings. But as long as life insurance 
is in process of rapid growth, large reserves are being built 
up and an annual flow of quasi-compulsory saving is ef- 
fected. We are currently just at the height of this develop- 
ment, and this is a factor tending to raise the savings-income 
ratio. 

It is a striking fact that just at the point when life insur- 
ance savings were accumulating at the maximum rate a vast 
social insurance program was introduced, based largely on 
the private insurance principle of accumulation of reserves. 
Some modifications were made in 1939 in the original plan, 
reducing materially the probable future size of the old-age 
reserve account. Nevertheless, large accumulations have al- 
ready been made and are currently in prospect for some 
years to come both in the Unemployment Trust Fund and 
in the Old Age and Survivor’s Insurance Trust Fund. In the 
four years 1937 to 1940, inclusive, the accumulations in 
these funds proceeded at an average annual rate of $1.0 bil- 
lions, the accumulations at the end of 1940 amounting to 
$4.0 billions. Thus, on top of annual life insurance savings 
there has suddenly been injected this important new factor 
adding to the flow of savings and thereby tending to reduce 
the ratio of consumption to income.'^ 

7 It is, of course, impossilile to predict the rate at which these funds will 
accuinulaie in future. The act relating to both unemploNment compensation 
and old-age and survivor’s insurance is likely to be further amended with re- 
spect to contributions, benefit payments, and coverage. Moreover, changed 
economic conditions will affect the rate of accumulation. Estimates, based on 
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Another institutional development of relatively recent ori- 
gin affecting the flow of annual savings is the introduction of 
amortization in real-estate loans and mortgages. Only during 
the last decade has anything systematic and of general appli- 
cation been achieved along this line in this country. From 
the standpoint of sound finance, it constitutes an important 
and, indeed, necessary reform. The real-estate mortgage sit- 
uation at the end of the twenties was thoroughly bad \and 
contributed to the deflation of the early thirties. If each Aeal- 
estate mortgage had been amortized year by year to manage- 
able proportions, the process of debt liquidation would h^^ve 
been very much less drastic. From this severe lesson some- 
thing of value was learned. Real-estate mortgages now usu- 
ally require an annual payment sufficiently large to cover 
interest charges and to retire the principal within a given 
period, ranging from, say, ten to thirty years. This develop- 
ment, already widely adopted, was supported and extended 
by the provision in the 1935 Banking Act providing that 
banks may not make real-estate loans having a maturity of 
five years or more, unless such loans are amortized according 
to specific requirements. Insurance companies have, in gen- 
eral, adopted a similar practice. And the expansion of mort- 
gage financing (a) through federal mortgage agencies, such as 
the Home Owners* Loan Corporation, the Federal Farm 
Mortgage Corporation, and the Federal Land Banks, and (b) 
under the auspices of mortgage insurance agencies, such as the 
Federal Housing Administration, has contributed greatly to 
the use of the amortization device. Real-estate mortgage debt, 
farm and urban, amounts to around $35 billions. The amor- 
tization payments on this debt volume may quite possibly 
amount to around $ 1 .5 billions per annum. This relatively new 
institutional arrangement is a factor of considerable magni- 
tude and importance, adding to the flow of quasi-compulsory 
savings. 

the artificial assumption that benefits and tax rates as provided in the act as 
amended in 1959 will continue and that economic conditions will remain the 
same, have been made indicating net accumulations in the Old Age and Sur- 
vivor's Trust Fund of I5.7 billions by 1950. 
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Finally, note must be taken of the effect upon the gross 
savings stream of the growth of net corporate saving in the 
form of (a) depreciation reserves, and (b) retained earnings. 
The spread of the corporate form of organization and the 
progressive development of accounting procedures have, in the 
last few decades, raised charges to depreciation reserves to a 
level which makes this item by far the largest single source 
of funds available for investment.® The allocation of funds 
to depreciation reserves in 1923-29 amounted to $5.5 bil- 
lions per annum and in 1936-37 to $4.6 billions.® 

Over and above the depreciation and depletion charges are 
the net retained earnings of the corporate system as a whole. 
While the former are intended for replacement expenditures, 
the latter constitute an important source of funds for the 
financing of net additions to plant and equipment. In 1923- 
29 corporate net retained earnings (account being taken of 
corporate losses) amounted annually to $2.4 billions and in 
1936-37 to $1.1 billions.^® Thus, the internal sources of funds 
(depreciation, depletion and net retained earnings combined) 
averaged $7.9 billions per annum in 1923-29 and $5.7 bil- 
lions per annum in 1936-37. How important these internal 
sources were for the financing of producers’ fixed capital can 
be seen from the fact that expenditures on plant and equip- 
ment averaged $8.7 billions in 1923-29 and $6.7 billions in 

Retained earnings in 1923-29 for all corporations report- 
ing net income in the United States amounted to 41.3 per 

8 Charges to depreciation reserves do not, of course, contribute to the flow 
of net savings. They do constitute the most important part of gross savings. 
They finance replacement expenditures and, not infiequently, especially in the 
ca»? of corporations with new plant and equipment recently constructed, are 
even available to finance expansion. 

» Solomon Fabricant, Capital Consumption and Adjustment, National Bureau 
of Economic Research, pp. 52, and 58; and Charts and Tables on 

Savings and Inve.simeni, T.N.E.C. Hearings, 1939. See also Ruth P. Mack, The 
Flow of Business Funds and Cotisumer Purchasing Power, Columbia University 
Press, 1941. 

10 Department of Commerce, and Statistics of Income. 

Federal Reserve Bulletin, September, 1939, and estimates by George 
Terborgh. 
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cent of net profit.** In contrast, the per cent of undistributed 
profits in Great Britain in 1924-29 averaged only 20.1 per 
cent.** The difference between the two countries is strikinsi. 
A part of the explanation of this divergence in corporate 
practice may probably be found in the difference in the rate 
of expansion in the two countries. Population increased fif- 
teenfold in the United States during the nineteenth ceptury 
and only fourfold in England. The growth of corporate en- 
terprise and capital investment has been very much i^ore 
rapid in this country. It is, therefore, not unnatural that^pur 
corporations should have formed the habit of reinvesting a 
large percentage of net profits — much larger than in coun- 
tries experiencing a slower extensive growth. And once this 
has become established practice, it cannot be expected that 
the policy would quickly be changed, even though a slowing 
down of extensive expansion justified the retention of a 
smaller proportion of earnings. 

Other sources of investment funds, in addition to those 
already noted, are the savings of public bodies (sinking funds 
and the like), individual savings which flow into commercial 
and savings banks, building and loan associations, individual 
savings directly invested in stocks, bonds, and mortgages, and 
the savings of farmers, unincorporated business, and home- 
owners used directly to purchase real investment goods. 

Individual versus Aggregate Savings 

Question may now be raised with respect to the main 
causes of the rather violent shifts in the volume of aggregate 
savings from dej^ression years to years of relatively high pros- 
perity, as revealed in the schedule of consumption in relation 
to income in the various phases of the cycle.^* In answer to 

12 Treasury estimates, Hearings before the C-ommittee on Finance, U.S. Sen- 
ate, 74th Congress, 2nd Se.ssion, on HR 12*595. p. 18. 

13 Colin Claik, National Iruome and Outlay, p. 187. 

1^ Net savings — Income - Consum[)iion. It should be noted that violent 
shifts in the aggregate of savings do not mean, as some have supposed, that the 
propensity to save is unstable. Under a stable consumption function, savings 
may fluctuate violently as income fluctuates. 
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this question, it is necessary to stress the fact that the most 
important cause of this rather violent fluctuation in the vol- 
ume of aggregate savings is the fact that in depression years 
such a large part of the individual savings stream is used not 
to purchase capital goods, but to cover losses. Thus, it is nec- 
essary to distinguish between (a) the stream of individual sav- 
ings wdiich flow annually into the various savings channels 
(life insurance, building and loan associations, savings banks, 
and the like), and (b) the aggregate realized savings which 
remain after account has been taken of the losses incident 
to the decline in expenditures on investment goods and the 
consequent fall in income. On the other side, an important 
part of the explanation of the large aggregate savings in 
good years must be found in the high level of profits, a large 
part of which go into savings, either via retained corporate 
earnings or via individual savings from increased dividends. 
Thus, business profits and losses account, in large measure, 
for the high realized aggregate savings of prosperous years 
and the low aggregate savings of depression years. 

A large part of the flow of individual savings, especially in 
the form of life insinance premiums and savings accounts, 
actually increased despite the fall in income in the great 
depression. Thus, the premiums paid to insurance companies 
increased from $2,235 inillions per annum in 1927-29 to 
$2,580 millions in 1931-33, while savings in mutual savings 
banks rose from $8,537 millions to $9,945 millions. Account 
must, however, be taken of the fact that a considerable pro- 
portion of insurance policy holders, suffering heavy property 
losses particularly in the securities market, made large with- 
drawals on their cash surrender values. Nevertheless, most 
of them probably continued to pay their annual premiums 
out of current income. In general, the more steadily em- 
ployed part of the population, w^ho also hold the bulk of the 
insurance policies, are likely to continue to save at very nearly 
the accustomed rate and to cut expenditures on durable con- 
sumers* goods and, to some extent, even on other consump- 
tion goods as income declines. The fact that they save a 
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larger proportion of their incomes in depression years as in- 
come declines does not, however, in any way invalidate the 
Keynesian thesis that individuals tend to save a larger abso- 
lute amount when income again rises. Moreover, if we dis- 
regard the cyclical fluctuation of income and consider only 
a change in income status, it will usually be true that some 
part of the net increment of income will be saved. Indbed, 
we can go much farther and assert with considerable confi- 
dence that normally a larger proportion of a larger inca|me 
will be saved. 

Business profits and losses are the volatile part of the na- 
tional income (income produced). Thus the net income of 
incorporated businesses and of unincorporated enterprises 
represented 25.1 per cent of total income in 1929, and only 
4.2 per cent in 1932. On the other hand, the compensation of 
employees, interest, net rents, and royalties, together consti- 
tuted 74.9 per cent of total income in 1929 and 95.8 per cent in 
1932. When, however, business savings and losses are left out 
of the picture, and attention is concentrated upon the income 
receipts of individuals, a fairly high stability in the percentage 
distribution appears. 

The distribution of income receipts of individuals — prop- 
erty owners, employed persons, and entrepreneurs — changes 
only moderately in the cycle. Employed persons averaged, 
in the more prosperous years 1929 and 1936-37, 66.2 per 
cent of the income receipts of individuals. In 1930-33, they 
received 64.5 per cent. Property owners averaged 18.3 per 
cent in 1929 and 1936-37. In the depression years 1930- 
33 they received 19.5 per cent. Entrepreneurs received 15.4 
per cent in the good years and 16.0 per cent in the depres- 
sion years. Thus, there was a slight advantage in favor of the 
property owner and entrepreneur in the depression. More- 
over, of the employed workers, the salaried persons fared bet- 
ter than wage earners in the depression, but by 1935 the 
predepression relation of salaries to wages was restored. 

With respect to property owners, those drawing income 
largely from dividends lost ground, while those dependent 
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on interest gained. Dividends amounted to 7.6 per cent in 
1929-30, began to lose ground in 1931, and fell to an average 
of 5.3 per cent of total individual income receipts during the 
worst depression years. By 1936-37 the 7.6 level was again 
reached. Interest receipts gained in the depression, rising 
from 6.7 per cent of the total in 1929 to 10,7 per cent in 
1932-33, and again falling to 6.9 per cent in 1937. 

Table XXII 


Percentage Distribution of Income Paid Out, by Type of Payment i» 
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Summarizing the effects of shifts in income distribution 
upon individual savings, it is probable that interest receivers 
are able to save more in depression, while dividend receivers 
are compelled by low incomes to save less. Wage and salary 
earners who are fortunate enough to retain employment 
probably seek to maintain their savings. Some are able to 
increase their savings, while others, by reason of property 
losses, reduction in earnings, and the necessity of giving aid 
to relatives, are compelled to curtail their savings. Wage and 
salary earners wlio suffer unemployment are compelled to 
use up their past accumulations. 

On balance, the flow of institutional and individual thrift 
streams probably declines in deep depressions in which there 

From Survqr of Current Business, June, 1939. 
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is a severe fall in income. In a moderate depression it is by 
no means certain that this is the case. At any rate, it appears 
probable that individual and institutional savings of the 
character referred to above fall less than the aggregate iii> 
come receipts of individuals. We know, however, that the 
aggregate realized savings of society as a whole decline reJa* 
tive to national income when the aggregate income falls to 
low levels; and, conversely, rises proportionally more rapidly 
than income, at least until the income reaches a moderately 
high level. Since this relationship does not appear to hold for 
a large part of individual savings and individual income re- 
ceipts, the explanation must be sought mainly in the violent 
fluctuations of business profits and business losses. Business 
profits supplement individual savings in prosperous years, 
and business losses offset individual savings in depression 
years so as to produce violent swings in aggregate or realized 
savings. Thus, the ratio of aggregate savings to income is 
low in low income years and high in high income years, as 
revealed in our cyclical savings-income pattern. 

The attention of economists has recently been directed to 
the high stability of the per cent of value product of manu- 
facturing paid out to wage earners, despite violent fluctua- 
tions in output and prices. Payrolls ~ Employment X Wage 
Rates, and Value of Product = Output X Prices. In general, 
wage rates fluctuate somewhat less than wholesale prices, 
while employment fluctuates more than output. Thus, the 
ratio of payrolls to value of product remains relatively stable 
in spite of extreme fluctuations in income. It appears, there- 
fore, that the fluctuations in business profits are not mainly 
due to fluctuations in payrolls. I^bor cost per dollar of 
sales remains remarkably stable. The fluctuations in profits 
are due mainly to the inability to adjust overhead costs to 
fluctuations in sales. 

When value of sales falls off (due to a combination of 
decline in unit price and quantum sold — both more or less 
subject to control), the employer apparently is able, in gen* 
cral, to make sufficient adjustments so tliat payrolls remain, 
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for the economy as a whole, approximately a constant ratio 
of value of product. This relatively constant ratio is the re- 
sult of the interrelation of various factors. If in the face of 
a declining national income employers are confronted with 
rigid wage rales, they are then restricted in possible adjust- 
ments to price changes, changes in output, changes in em- 
ployment, and changes in efficiency. If all employers are con- 
fronted with rigid wage rates, it may be expected that the 
rititioiiril incoTTic will less tlisn would otherwise be the 
case, since wage receipts constitute so large a proportion of 
total income. If, however, wage rates are not rigid, income 
will fall more rapidly. On the other side, however, the em- 
ployer has available in these circumstances an additional 
method of adjustment, namely, the reduction of wage rates 
in his particular shop. This reduction is his answer to the 
general wage reduction and the consequent further fall in 
income in the country as a whole. 

The fluctuation in the ratio of aggregate realized savings 
to aggregate income from depression to prosperity is mainly 
the result of large fluctuations in business profits and busi- 
ness losses. Aggregate income fluctuates more violently than 
the income receipts of individuals, and aggregate savings fluc- 
tuate far more violently than individual savings. Thus, ag- 
giegate savings fluctuate widely in relation to aggregate in- 
come from depression to prosperity. 

The Consumption Function and Unsatisfied Consumer 

Wants 

Inhere is no evidence that the cyclical consumption-income 
pattern has shifted, or is likely to shift in the near future, so 
as to increase consumption and reduce savings. At the na- 
tional income levels reached in 1923-29 the consumption- 
income ratio was 0.88, Again, as a relatively high income 
level (price changes considered) was reached in 1936-39, the 
ratio once more stood at 0.88, These figures, while incon- 
clusive because of a considerable margin of error in the 
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original data, appear to support the thesis that it is not easy 
to achieve, except by very slow adjustments, a high con- 
sumption economy. 

It is not easy to solve the problem of full employment 
by raising consumption. It is true that there are untold un- 
filled consumer wants waiting to be satisfied. But it is not 
possible to leap from this fact to the conclusion that! un- 
employed resources can, therefore, readily be absorbed in 
the consumption goods industries. The fact is that, at mod- 
erately high income levels, persistent institutional factors 
determine within rather rigid limits the ratio of consumption 
to income. The forces determining this ratio are, in part, the 
distribution of income, habitual practices (strengthened or 
enforced by institutional arrangements) with respect to in- 
dividual savings, corporate practices with respect to deprecia- 
tion reserves and retained earnings, and finally the inevitably 
high amplitude, as output changes, in the fluctuations of busi- 
ness profits owing to the high proportion of fixed costs under 
modern production methods. 

The superficial view that the persistence of vast unsatisfied 
consumer wants is an answer to the problem of limited invest- 
ment outlets — outlets inadequate to fill the gap fixed by the 
consumption-savings pattern — overlooks the stubborn fact 
that this pattern is, according to all the available evidence, 
a highly stable one. It is not likely to be radically changed 
from one decade to another except by important modifica- 
tions in fundamental institutional arrangements. Some of 
these changes can eventually be expected to take place auto- 
matically, as for example the cessation of aggregate insurance 
savings once insurance companies cease to grow and become 
relatively mature. Others will come only as a result of de- 
liberate policy, such as the redistribution of income. An in- 
crease in social benefits and a shift in the tax structure from 
consumption taxes to middle and upper-class incomes work 
in this direction. Some automatic adjustment may come 
through the persistence over several decades of a very low 
rate of interest, though it is by no means clear what the net 
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effect on savings may prove to be. The current trend toward 
an increasing quasi-monopolistic control of the prices of fin- 
ished manufactured products threatens to yield a lower ratio 
of consumption to income. But whatever the net trend, 
whether through automatic adjustment or conscious policy, 
there can be little doubt that no important shift in the con- 
sumption-income pattern can be expected within a short 
period. We have to recognize that we are dealing here with 
a function that is highly stable and is not easily changed. For 
this reason it is necessary, however much one may wish to 
emphasize consumption, to explore to the limit eveiy avail- 
able investment opportunity. Given a certain collective con- 
sumption-income pattern, it is quite impossible to achieve 
reasonably full employment without large investment out- 
lays supplemented with public investment and with com- 
munity consumption expenditures. 

With respect to the cycle, it is just because of the high 
stability of the consumption function that fluctuations in the 
rate of investment produce the business cycle. If, for example, 
the consumption function shifted up and down in inverse 
correlation to the fluctuations in investment, no cyclical 
movement would follow from these fluctuations; as invest- 
ment fell off consumption would fill the pp. Early invest- 
ment cycle theorists did not make tliis point explicit.^® But 
there was implicit in their reasoning the assumption that the 
consumption function was stable, or at least did not shift so 
as to offset fluctuations in investment. 

It is one of the important achievements of Keynes’ General Theory to have 
foiraulated explicitly the role of the consiiuipuon function in cycle theory. 
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Appendix: A Statistical Analysis of the Consumption 
Function 

by 

Paul A. Samuelson 

AMONG the most striking uniformities yet uncovered in economic 
data are the relationships between various categories of expendi- 
ture and family income. Their regularity is substantiated by studies 
which go back as far as the nineteenth-century investigations of 
Le Play and Engel.^ In fact, so strong are these income effects that 
it is very difficult to find empirically the influence of price, the 
variable customarily related to demand by the economic theorist. 

In recent years business c)'cle theorists have tended more and 
more to be of the opinion that investment is the strategic movim^ 
factor underlying fluctuations and determining the level of the 
system. This view implies as a corollary that consumption expendi- 
ture should be related passively to incoyne. This is a fundamental 
assumption not only of the Keynesian system (e. g., the doctrine 
of the multiplier), but of most other schools as well. 

Recent statistical material provides the opportunity to test this 
relationship, and numerous attempts have been made. Three gen- 
eral methods have been employed: * (a) the analysis of budgetary 
data, representing a cross section of the different income levels 
a: the same time; • (b) the use of time series of national income, 
consumption, capital formation, etc.; * (c) more or less plausible 

1 For citations see the voluminous bibliography in Studies of Family Living 
in the United States and Other Countries by Faith M. Williams and C. C, 
Zimmerman. U.S. Dept, of Agriculture, Publication 223; C. C. Zimmerman, 
Consumption and Standards of Living, Van Nosirand, 1936; R. G. D. Allen and 
A. L. Bowlcy, Family Expenditure, P. S. King. 1935. 

• R. and W. M. Stone, Review of Economic Studies, October, 1938, gives a 
good summary of work done up until that time. 

• Maurice Leven's Brookings Study, America's Capacity to Consume; Stones, 

op. cit.; National Resources Committee and W.P.A. study. Consumer Expendi- 
tures in US., H. Mendershausen, American Economic Review, Sep- 

tember, 1939, Review of Economic Statistics, August, 1940; E. W. Gilboy, Re- 
view of Economic Statistics, August, 1940. 

• Colin Clark, Economic Journal, June, 1937, and September, 1938; Clark 
and Crawford, The National Income of Australia, Angus and Robertson, 1938: 
Kalecki, Essays in the Theory of Economic Fluctuations, Faxi'ar and Rinehart, 
» 959 - 
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rough estimating of the numerical magnitude of the marginal 
propensity to comume. such as have been made by Kahn, Keynes, 

I M. Clark, and others. It is q^ite possible that the estimates under 
this last heading arc the most useful of all for policy decisions. 
Nevertheless, it is impossible to appraise their validity by unam- 
biguous statistical methods; consequently, no discussion of them 
he attempted here. 

However, recent data on national income pWriW (]f 
suggest the possibility of utilizing the second method for a new 
statistical appraisal of the consumption function. A rudimentary 
discussion of the comparability of the results of methods (a) and 
(b) will be attempted, but this will not be treated in the exhaustive 
fashion it deserves.* 

ADJUSrMENTS OF OBSERVATIONS 

Kuznets presents national income produced and consumption 
outlay, each in current prices, for the years 1919-35. The first two 
years may be presumed to contain the anomalous effects of the 
first World War period and are, therefore, excluded from this 
discussion. It would be very desirable to secure data for the five 
years which have elapsed since 1935, and Kuznets has presented 
elsewhere data for the first two of these years. However, the Na- 
tional Resources Planning Board has made provisional estimates 
of these magnitudes tor the four years through 1939. While ad- 
mittedly tentative, and despite their lack of strict comparability, 
these were considered sufficiently informative to be included in 
the analysis. 

If dollar consumption figures are plotted against dollar national 
income figures for the nineteen years (see page 236), no simple 
relationship is apparent. Perhaps if the period were subdivided 
into the twenties and into the thirties, a linear relationship might 
be found for each half of the data. But these would differ, and 
the data for the whole period could be represented only by an 
irregular curve with a definite twist between the two levels. 

A correction would seem to be in order if a reversible analytical 

* S. Kuznets, National Income and Capital Formation, National Bureau of 
Economic Research, 1937. 

® Cf. J. Marschak, Canadian Journal of Economics and Political Science, 
August, 1939: Hans Staehle, Review of Economic Statistics, August, 1937, and 
August, 1938, 
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relationship is sought rather than simply a historical description 
of past happenings. Because of changes in prices, changes in money 
income and consumption are not the same thing as changes in 
real income and consumption. From economic theory and from 
observation, we should not expect to find an invariant relation- 
ship between money consumption and money income, regardless 
of the real levels which these represent. A doubling of all f»rites 
simultaneously would presumably leave each individual in the 
same position as previously; we should expect, therefore, no change 
in real quantities, abstracting from the cl) namical elfcets of change 
ing prices. Unless a correction were made for price changes, it 
would appear that two different observations on the consumption 
function were available, and that the marginal propensity to con- 
sume were equal to the average propensity to consume. Thus, if 
previously money consumption equaled national income (invest- 
ment being zero), and suddenly all prices doubled evenly, prcsinn- 
ably money consumption would double as income doubled. This 
might be erroneously interpreted to indicate a marginal propensity 
to consume of unity, when in fact only one observation of the true 
real consumption func tion had been made, and no basis exists for 
inferring the magnitude of the marginal propensity to consume. 

For the years before 1936, Kuznets presents a deflated series of 
income and consumption in terms of 1929 prices. The jtrccisc 
method of adjustment employed by him is a comjfficatcd one and 
could not be applied to the last four observations. Experimenta- 
tion with the data for the 1^21-$^ period showed, however, that 
simply deflating both income and consumption by the Bureau of 
Labor Statistics Wage Earner’s Cost of Living Index led to almost 
precisely the same relationship as that derived from the more 
complicated adjustment. Therefore, this technique was used on 
the whole series, homogeneity for the whole period being prefer- 
able to greater exactness in the earlier years. 

A second correction readily suggests itself. The same real income 
divided up among more people cannot be "expected to yield the 
same real consumption expenditure. Perfectly balanced extensive 
population growth, in which each individual is exactly as well off 
as previously (derived, for example, by combining statistics of many 
homogeneous countries), would, as in the case of price changes 
discussed above, introduce only spuriously new ranges of observa- 
tion of the consumption function. A need arises, therefore, to place 
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the data upon a standardized or per capita basis. By tbe use of 
midyear census estimates the observations were adjusted to the 
1929 population level. 

Tliese two corrections yielded a series of observations of United 
States 1921-39 consumption outlay and national income produced, 
each in terms of 1929 prices and 1929 population.^ 

CONSUMFl'ION AND INCOME PRODUCED 

In Chart 12 is plotted the scatter of real per capita consumption 
against real per capita income. The corrected observations present 
a much more unified picture, the data being no longer divisible 
into two heterogeneous parts. Moreover, the scatter gives at least 
the appearance of linearity. Determining by conventional least 
squares technique the regression of consumption on income, we 
found a constant marginal propensity to consume of .54 (i. k, a 
muliiplier of about 2.2) and a level of income at which savings 
would be 7X‘ro of about 59 billion dollars. The closeness of fit as 
indicated by the Pearsonian cocllicicnt of correlation exceeds + .97. 

This is a high correlation, even for the field of economic time 
series, where sizable correlations are the rule. However, detailed 
examination of the data suggests that the deviations from the line 
of best fit arc not randomly distiibuted. 

llierefore, we tested the hypothesis that a secular trend may 
have been operating throughout the period. We resorted to mul- 
tiple correlation in which tune was included as a linear factor. 
Utilizing only the pre-iy3r) data, a significant improvement in fit 
resulted, the consumption schedule being shifted upward by about 
.2 billion dollars per year. The point of zero saving was still around 
60 billion dollars in 1929, but shifting upward at a rate of some- 

7 Without these adjustments the results would be not at all comparable with 
budgetary studies. 1 liesc were made as of constant prices, and relate to individ- 
ual and family decisions. Moreover, from the standpoint of a reversible rela- 
tionship of relevance to the problem of (say) the elfcet of new investment ex- 
penditure upon income, clearly population will not increase pari passu with 
such investments. However, the case for eliminating price changes is, from 
this latter point of view, not so strong. If the puce changes recorded in the 
data were rigidly related to changes in income (hence, investment), then the 
"pure” ceteris paribm rclation.ship with prices removed may be an irrelevant 
one; we may seek rather the resultant of its shifts. It is precisely considerations 
of this latter type whicli we should use to justify our not taking into account 
the effects of changing distribution of income. 
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thing less than .1 billion dollars per year. The marginal propensity 
to consume was found to be only slightly higher, namely, .56; i. e., 
a multiplier of 2.23. 

But, two considerations argued against the validity of the pre- 
vious multiple correlation analysis. When the last four observa- 
tions became available and were included in the analysis, there 
no longer appeared to be a sizable trend factor. The multiple regres- 
sion coefficient of consumption on time was not found to differ 
significantly in a sampling sense from zero; and the slight increase 
in the goodness of fit of the multiple regression over the simple 
regression was insufficient to justify the introduction of a new 
parameter with a subsequent loss of one degree of freedom. 

Besides, analysis of other components of Kuznets' study sug- 
gested an alternative explanation of the upward drift of consump- 
tion prior to 1936. This is explored in the next section. 

CONSUMPTION, AGGREGATE INCOME PAYMENTS, AND ENTERPRISE 

SAVING 

May not the secular trend discussed above simply be the reflec- 
tion of a variable whose influence can be explicitly appraised? 
More specifically, in the early thirties income actually received by 
consumers, i. e., aggregate income payments, exceeded national in- 
come produced by billions of dollars because of calculated business 
dissaving and government dissaving (deficits).® The reverse was 
true in the twenties. This provides a possible explanation of the 
upward drift in consufnption as compared to income produced. 
It is also in line with experience and theory which suggest that 
individuals’ consumption outlay should depend primarily upon 
income received. 

To check this hypothesis we plotted in Chart 13 consumption 
(*929 prices and population) against aggregate income payments 
(chdlatcd as above for price and population changes), using the 
data available through 1935* The points lies almost upon a straight 

® There has been some controversy over the problem of whether the volume 
of real dissavinj];s may not be overstated because of changes in values of in- 
ventoiics and other business losses, and whether the volume of dissavings repre- 
sents an equivalent splashing of the immunity with purchasing power. This 
is not the place to enter into this confused discussion. It will suffice to point 
out that aggregate income payments is the primary observable series, and that 
errors in reckoning enterprise savings will distort only the value of income 
produced. 
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line, the coefficient of correlation being almost + .96. There is no 
noticeable drift toward increasing consumption. This was con- 
firmed by multiple correlation analysis; the influence of time was 
found to be insignificant and in the opposite direction to the 
previous trends. 

Thus, closer analysis suggests that there was no increase in con- 
sumption out of the same income received. The thirties' increase 
in consumption compared to income produced seems explicable 
on the grounds that corporations were saving less (dissaving), not 
that less was being saved out of income received. 

Quite surprisingly, aggregate income payments (= national in- 
come paid out) varied less in this period than did consumption out- 
lay. Savings appeared at all levels of the aggregate income pay- 
ments. The marginal propensity to consume computed from the 
elementary regression of consumption on income payments has the 
high value of .97. 

If we compute the marginal propensity to consume from the 
regression of income payments on consumption, we arrive at the 
anomalous coefficient of 1.06. This seems to indicate an unstable 
system in which the secondary effects of new expenditure would 
be unlimited and cumulative. Actually, the leakages incident upon 
enter{)rise saving induced by extra income would serve to make 
the system stable and all secondary effects finite. 

This is illustrated in Chart 14 which shows total enterprise sav- 
mgs (1929 population and prices) against national income pro- 
duced (1929 base). The simple correlation is + .91. A least squares 
calculation of the marginal propensity of total enterprise to save 
yields the very high figure of + .49. An increase of income produced 
of one dollar results in 49 cents of saving (or less dissaving). This 
accounts for most of the leakages incident upon net investment; 
as far as these data go, the leakages incident upon household sav- 
ings are much smaller and possibly negative. 

While income received should be expected to be the dominat- 
ing determinant of consumption, income produced but not dis- 
tributed might be expected to have some effect. In a perfect capital 
market where book and market values coincide, corporate earn- 
ings plowed back into the business would thereby increase in- 
dividuals' equities and make them less anxious to save out of 
given income received. (Alternatively, individuals may reckon their 
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true income as that produced, not that actually received, and 
would, therefore, consume more.) Similarly, when dividends ex- 
ceed earnings (as in amortization of “wasting” mining properties), 
not all income received may be regarded as true income out of 
which to determine consumption. 

In the real world we should expect the relationship between 
consumption and enterprise savings to be tenuous. By multiple 
correlation analysis an attempt was made to evaluate the effect of 
such savings upon consumption for given levels of income received. 

The small triangles in Chart 13 show the net regression be- 
tween consumption and income received for the level of enterprise 
saving in 1929. The “net” marginal propensity to consume is re- 
duced to + .81. An increase in enterprise savings of one dollar 
increases consumption by approximately 23 cents; i. e., shifts the 
schedule up by that amount. This seems plausible; while unre- 
ceived produced income has some effect upon consumption, such 
“dollars” are only about one quarter as effective as dollars actually 
received. 

The following statistical magnitudes are included for possible 
further exploration by others: 


Table XXIII 


A. Means and Standard Deviations 

Means of 

Standard 


Series f 

Deviations 

X^ Consumption (corrected) 

64,857-6 

6,286.23 

(millions of $) 

(65,490.3) • 


Xj Income Produced (corrected) 

69,540.0 

11.153-69 

(millions of $) 

(70-934-5) • 

6,207.84 

Xg Aggregate Income Payments 

69.733-3 

(corrected) (millions of $) 

189-73 

6,019.13 

X^ Total Enterprise Savings 

(corrected) (millions of J) 

8.0 


X5 “Time” (years; 1920 = 0) 

4-32 

(10.0) • 

(5-48)* 


t Unless otherwise indicated, all magnitudes are for the period 1921-35. 
• 1921-39. 
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Table XXIV 

B. Correlation Coefficients (1921-35, unless otherwise indicated) 


X. 

X, 

X. 

Xx 

+ •96 

( + -97)* 
+ •96 

X. 

+ •92 

X. 

X* 

X4 

+ •79 

+ -9> 

+ •71 


X. 

— •29 

(-•o 5 )* 

— .50 

+ •92 

+ *91 

• 1921- 

~ 39 - 





The square of the multiple correlation coefficient of consump- 
tion on aggregate income payments and enterprise savings equals 
.95, and the square of the partial coefficient of correlation between 
consumption and aggregate income payments equals .85. The 
analysis must be taken with a grain of salt because of the high 
intercorrelation between the independent variables, income pay- 
ments and enterprise savings ( = + .7). This renders a precise de- 
termination of the respective weights of income and savings im- 
possible. An even higher intercorrelation between savings and 
income produced (==.9) rendered meaningless multiple correla- 
tion analysis of these variables and consumption. 

In conclusion, the opinion may be ventured that the statistical 
observations bear out the expectations of theory except with re- 
spect to the very sensitive relation of consumption to aggregate 
income payments. 





Chapter XII 

PUMP-PRIMING AND COMPENSA- 
TORY FISCAL POLICY 


M onetary policy is an important weapon which we 
cannot afford to dispense with in cyclical compensa- 
tory policy. But it has severe limitations and must 
be supplemented with other methods. This statement must 
not be interpreted to mean, however, that even a complete 
arsenal, involving all the known weapons of attack upon 
the cycle, is really adequate to stabilize a private enterprise 
economy. While a program of positive action is necessary, 
and to a degree effective, complete stability is, nevertheless, 
unaittainable. 

Xyclical fiscal policy may be discussed under two headings: 
first, a cyclically adjusted public spending program; second, 
a cyclically administered tax policy. 

The policy of public spending with respect to the business 
cycle involves a consideration of “pump-priming," in the 
strict sense in which that term should be used, in contrast 
with a policy of public compensatory spending as an offset 
to fluctuations in private investment. Tt involves, moreover, 
theoretical consideration of the Multiplier Principle and 
the Principle of Acceleration.Tt involves, in addition, a con- 
sideration of the types of expenditure most effective in 
view of the Multiplier and Acceleration principles as instru- 
ments to lift the national income, whether through pump- 
priming or through compensation. 

It is important to make a sharp distinction between the 
pump-priming concept and the concept of compensation. 

s6i 
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Tump-priming is not to be confused with compensatory spend- 
ing. 

^ The term '‘pump-priming” carries with it the implication 
that a certain volume of public spending, varying under dif- 
ferent conditions, will have the effect of setting the economy 
going on the way tow^ard full utilization of resources bn its 
own power without further aid from governmental sbend- 
ing.Hft is not true, as has sometimes been suggested, that the 
pump-priming concept implies that only a very small amount 
of public pending will set the economy operating at full 
capacity. 'A pump may require much or little priming, de- 
pending upon a variety of conditions; and, similarly, the 
pump-priming concept carries with it no implication as to 
the amount of spending necessary, but only the implication 
that, whatever the amount required, sooner or later the econ- 
omy can operate on its owm motive power. 

^iie Multiplier Principle has no necessary connection with 
pump-priming.^ carries with it no connotation with respect 
to whether the economy can function at full capacity sooner 
or later without the aid of government spendingyit involves, 
strictly speaking, only the notion that a given amount of 
public spending will have an effect upon the national income 
in excess of the volume of expenditures made. It involves the 
notion of a “multiplier,” but not the notion of a self- 
perpetuating mechanism which under normal conditions 
has the capacity of operating under its own “steam.” 

’^ump-priming, using the term in the strict sense indicated 
above, is intended to be a remedy for a temporary maladjust- 
ment which prevents the society from function ijig in a nor- 
mal manner so as to recover from depression. 'The economy 
needs to be shoved off dead center, so to speak, in order to 
resume the normal movement from crisis and depression to 
revival and recovery. It may be that the missing spark is a 
maladjustment in the cost-price structure, which rigidities in 
the system make it difficult to overcome without the applica- 
tion of a special remedy. In this case, public expenditures 
may have the effect of temporarily increasing income and 
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output in the depressed areas, thereby facilitating a readjust- 
ment of the price structure toward a more normal relation- 
ship. It may be that the missing spark is lack of confidence 
on the part of business entrepreneurs, owing to the depress- 
ing effects of contraction. A given volume of public expendi- 
tures may, however, start activity in an upward direction and 
encourage people to a less pessimistic and truer view of fu- 
ture prospects. It may be that the accumulation of replace- 
ment needs owing to depreciation and obsolescence has 
reached a point very favorable to larger capital expenditures, 
or that the accumulation of innovations with respect to new 
products and new techniques has reached a point favorable 
to new investment. But these investment possibilities may 
await a determined and vigorous leadership behind which a 
host of timid entrepreneurs are ready to follow. Such leader- 
ship, however, may for many reasons not be forthcoming 
from private entrepreneurs, but may require government ac- 
tion. Under these conditions, pump-priming may prove very 
effective. 

Question may be raised how far the situations just cited 
are realistic descriptions of actual conditions. Such situations 
doubtless do more or less prevail in different depressions, 
varying from country to country and from one cycle to an- 
other, but their importance is difficult to appraise. 

The concept of “pump-priming'* is different from “com- 
pensation" in that the latter connotes no implications with re- 
spect to setting the system going on its own momentum. The 
latter concept, strictly conceived, implies merely that pub- 
lic expenditures may be used to compensate for the decline 
in private investment. What is the order of magnitude of 
the effectiveness of the compensation is not in question. A 
policy of compensation may be said to accomplish its purj^se 
even though the public expenditures do not succeed in bring- 
ing the economy to full recovery. It may be said to be suc- 
cessful even though it succeeds in achieving a rise in the na- 
tional income no greater than the volume of expenditures 
made. It accomplishes the purpose intended, at least in a 
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measure, in so far as it succeeds, whether applied in the pe- 
riod of depression and contraction or in the period of up- 
swing, in lifting the income higher than would have been the 
case had these expenditures not been made. The expendi- 
tures are intended to compensate in some measure for the 
inadequate volume of private investment I 

\ 

The Leverage Coefficient 

Expenditures made, whether with the intent of priming 
the pump or the intent of compensating for low private in- 
vestment, may, however, operate with magnified effect. The 
force of each dollar spent may turn out to have a consider- 
able leverage. This leverage may operate in one of two direc- 
tions. An expenditure may have secondary effects (a) upon 
consumption expenditures and (b) upon private investment 
expenditures. The secondary effects of a given volume of 
public expenditures upon consumption are in the current 
literature usually discussed under the term “Multiplier Prin- 
ciple,” while the secondary effects upon private investment 
are referred to under the term “Acceleration Principle.” This 
terminology is, of course, quite arbitrary, since the initial 
expenditures may be regarded as having raised the national 
income by a “multiplier” or may be thought of as having 
an “accelerated effect” on the income. To avoid confusion, 
the coefficient which must be attached to the initial incre- 
ment of expenditure in order to raise this increment to the 
incremental increase in the national income may be termed 
the “leverage.” The leverage coefficient, therefore, in itself 
indicates nothing with respect to whether the secondary ef- 
fects operate through consumption or through investment. 
It may measure the effect of the Multiplier Principle, or the 
effect of the Acceleration Principle, or a combination of both. 
Where it is desired to segregate the two, the terms “multi- 
plier leverage” and “acceleration leverage” may be used. 

The leverage coefficient may, of course, apply to both pump- 
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priming expenditures and compensation expenditures. If a 
leverage coeflicient is, in fact, applicable to pump-priming 
expenditures, it is clear tltat the volume of necessary expendi- 
tures is thereby less than would otherwise be the case. Simi- 
larly, if a leverage coefficient is applicable to compensation 
expenditures, it is clear that the desired increase in the 
national income can be achieved by a smaller volume of 
initial expenditures. It is, of course, clear that the distinc- 
tion between pump-priming expenditures and compensation 
expenditures is simply a matter of the intent with respect 
to what it is sought to achieve; or after the event one may 
conclude what, in fact, was the effect of a given volume of 
expenditure — whether, in fact, the pump was primed or the 
effect was merely to compensate for the time being for cur- 
rent low private expenditure^. Looking back over the ex- 
perience after the event, it may, of course, turn out that 
neither effect was achieved. The expenditures might (a) fail 
to have any effect on the national income; (b) have an ex- 
clusively compensatory effect upon the national income; or 
(c) have a compensatory effect plus a pump-priming effect. 

This brings us to a more detailed consideration of the 
Multiplier and Acceleration Principles. The Multiplier Prin- 
ciple, as we have just indicated, has to do with the secondary 
effects of the governmental expenditures upon consumption 
expenditures and, therefore, upon income and employment, 
while the Acceleration Principle has to do with the induced ef- 
fects of the governmental expenditures upon private invest- 
ment and, therefore, upon income and employment. 

The Multiplier 

The Multiplier Principle, applied to fiscal policy, relates 
an increment of governmental expenditures to a consequent 
increment of consumption expenditures. Let us assume that 
a billion dollars is expended on public works. The billion 
dollars of new funds poured out into the community is re- 
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ceived by the contractors, who, in turn, pay out a part in 
wages and salaries, a part in dividends,^ a part in the pur- 
chase of materials from manufacturers, and a part in the 
purchase of materials from raw material producers. These, 
in turn, similarly pay out a part in wages and salaries, a part 
in dividends, and a part in finished, semifinished, and raiw 
materials. The Multiplier Principle is, however, concern^ 
exclusively with the effect of the initial expenditure on con- 
sumption, and is, therefore, peculiarly concerned with the 
effect of such expenditures upon the receipt of wages, sal- 
aries, and dividends. It is clear that it is highly improbable 
that the full billion dollars spent by the government will 
materialize down through the various stages in a billion dol- 
lars of wages, salaries, or dividends. The reason for this is 
that many entrepreneurs in the various links in the produc- 
tive chain will supply the goods sold from stock, will convert 
inventories into idle cash balances, or pay off bank loans and 
other debt obligations. Moreover, even though they supply 
their sales from current production, they will use a part of 
their profits not to pay dividends, but to accumulate cash 
or to pay off debts. Thus, it is clear that the billion dollars 
spent by the government on public works does not all ma- 
terialize in income for individuals, whether wage earners, 
salaried employees, or stockholders. A part of the funds is 
diverted from becoming a part of the income stream by being 
drained off into idle balances or debt cancellation. 

In a similar manner, the enlarged income of individuals 
flowing from the governmental expenditure and public works 
— the increased income in wages, salaries, and dividends — 
is not all used for consumption expenditures. The part tliat 
is not expended on consumption goods is saved. Such savings 
may be used either to pay off debt, held in idle balances, or 
used for financial investment in mortgages, securities, life 
insurance policies, and the like. It may, of course, be true 

1 For our purposes here the term “dividends'’ is understood to include divi- 
dends as such and also partnership profits or individual piopiicioisliip piofits, 
which in this form of business organization would be the ecjuivalent of divi- 
dends in a corporation. 
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that in certain cases the individual will directly expend his 
savings on real investment in a house, farm equipment, or 
other investment goods. In this latter case it will be seen 
that such an individual is performing a dual function. On 
the one side, he is saving a part of the income and, on the 
other side, he is simultaneously making a purchase of real 
investment goods. As far as the Multiplier Principle is in- 
volved, we are concerned only with the saving function, and 
we shall regard his real investment purchases as quite in- 
dependent, just as though they were performed by another 
individual. 

To repeat, tlie initial billion dollars of private investment * 
or government outlays on public works does not all eventuate 
in consumption expenditures. A part is drained off directly 
by the entrepreneurial units engaged in the productive proc- 
ess in debt payments and in idle balances, and a part of 
that paid out to wage earners, salaried employees, and divi- 
dend recipients is saved. Thus leakages, whether in the form 
of debt cancellation, the hoarding of idle balances, or finan- 
cial investment, occur down tlie entire line of business units 
and individuals engaged in the private investment or public 
woiks project. The magnitude of these leakages determines, 
in the final analysis, what the secondary effects of the initial 
expenditures will be upon the volume of consumption ex- 
penditures. 

The ultimate effects of the initial billion-dollar investment 
or public works expenditures upon consumption, of course, 
do not stop at the stage we have reached in our analysis. The 
individuals participating in the private investment or public 
works project decide to spend a portion of the new income 
they have received in consumption purchases. Thus, we 
have reached the first stage in tracing out the secondary con- 
sequences of investment or public works expenditure upon 
consumption. The expenditures made on consumption goods 

® The Initial expenditure which operates through the cumulative process to 
raise the national income may, of course, be independent or spontaneous pri- 
vate investment, or it may be governmental expenditures. 
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now set in motion a new productive process necessary to 
supply these consumption goods. The funds thus expended 
again seep down through an entire productive process. Again, 
a part is not paid to wage and salary earners or dividend 
recipients, but is sidetracked in the form of debt cancellation 
and idle balances; and, again, a part of the income received 
by wage and salary earners and dividend recipients is shunted 
off into savings and utilized for repayment of debt, held rp 
idle balances, or used for financial investment. \ 

This process continues indefinitely into the future and 
may be represented by the diagram in Chart 15 which shows 
the successive consumption expenditures flowing from an 
initial private investment (or public works expenditure) of 
$500 millions — each consumption expenditure being smaller 
than the preceding volume of purchases by the amount of 
leakages involved. 

What these leakages actually are in any given situation 
can, of course, be determined only by statistical investigation, 
though certain a priori judgments may be made with respect 
to their probable quantitative importance. Keynes has as- 
sumed that in England the leakages in a period of relative 
depression probably amount to 50 per cent, so that each suc- 
cessive expenditure is 50 per cent lower than the preceding 
one. J. M. Clark has argued that under American conditions 
the leakages are probably 33% per cent, so that each succes- 
sive expenditure is two thirds of the preceding one. This 
was also the rough guess of Keynes with respect to American 
conditions. 

A point needs to be made with respect to the average pe- 
riod of time intervening between these successive expendi- 
tures. Distinction must here be made between the average 
time interval between successive consumption expenditures, 
here under consideration, and the average time interval in- 
volved in the income velocity of money. In the case of the 
latter, it is clear that, if the income velocity per year is three, 
the average time interval between the point at which a dollar 
becomes income for someone and the point at which it again 
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becomes income for someone, as it passes through the whole 
circuit of production, must be four months. Here it is a ques- 
tion of the length of time that it requires on the average for 
a dollar to pass from one income recipient to another. This, 
however, is not the time interval involved in the case of the 
Multiplier analysis. In this latter case, the time interval jis 
the average interval between the successive consumption ex- 
penditures. The average income velocity time interval migh\:, 
for example, be four months, whereas the time interval bd- 
tween the successive consumption expenditures involved in 
the Multiplier analysis might well be two months. 

Distinction must be made also between the average time 
interval and the marginal time interval with respect to the 
income velocity period and the Multiplier period. The mar- 
ginal income velocity refers to the velocity of the last in- 
crement of money injected into the system, and this might 
be higher or lower than the average velocity. Accordingly, 
the income velocity period would be correspondingly raised 
or lowered, as die case may be. The marginal Multiplier pe- 
riod, however, refers to the time interval of the new incre- 
ment of consumption expenditures flowing from the initial 
outlay, and this might vary for many reasons (particularly the 
economic groups affected) considerably from the average time 
interval for consumption expenditures. Clark assumes that 
the average time interval for the new consumption expendi- 
tures (namely, the marginal Multiplier time interval) is two 
months.® 

This may be illustrated as follows: Suppose a billion dol- 
lars new money (deposit currency) is injected into the system 
through government borrowing. Assume the leakage to be 
50 per cent. Thus, in the next “marginal Multiplier'’ period 
(say, two months) $500 millions would be spent on consump- 
tion. In another two months $250 millions, and in still an- 
other $125 millions, etc. After twelve months have passed, the 
initial expenditure will have added a total of $1,984,125,000 

8 At least this is my interpretation, to which, however, Clark might not 
agree. See his The Economics of Public Works, 
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to the national income via the functioning of the Multi- 
plier principle. But all this tells us nothing about the mar- 
ginal income velocity of the new money. New investment may 
have been made partly by reason of the increase in consump- 
tion (Acceleration Principle), and partly by reason of quite 
independent investment projects springing from the develop- 
ment of new industries and the like. Thus, it is quite conceiv- 
able that in a single year, after the new money was injected, the 
national income had increased by an increment of $4 billions. 
Thus, the marginal income velocity of money would be four, 
and the marginal income period would be three months, 
while the Multiplier time interval we assumed to be two 
months. 

There remains to be considered the relation of the mag- 
nitude of the leakages to the magnitude of the Multiplier 
and to determine on the basis of the assumed conditions how 
far the level of the national income will be raised as a result 
of (a) a continuous flow of governmental expenditures or 
private investment of a given magnitude, and (b) a single 
injection of ex[)cnditures of a given amount. 

The former is illustrated by Chart 16. Here we assume 
that the government (or private investment) pours out in each 
period (determined by the marginal Multiplier time interval, 
say, two months) $500 millions. From the chart it will be 
clear that, if the leakages are of a magnitude of 33^/^ per 
cent, the income will presently after a lag be raised (through 
the continuous expenditure of $500 millions) by $1,500 mil- 
lions per period. Thus, the Multiplier is three in the sense 
that the national income is lifted by three times the amount 
of the private investment or governmental outlays. The second 
case is illustrated by Chart 1 5, which shows the effect upon sub- 
sequent national income of a single expenditure of $500 mil- 
lions. If the leakages are 33% per cent, it is clear that all of 
the succeeding expenditures flowing from the initial expendi- 
ture sumraated over all future time would equal twice the 
initial expenditure, and that tlie sum total of the net addi- 
tion to the national income resulting from the initial ex- 
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penditures of $500 millions would be $1,500 millions. In 
this sense also, then, the Multiplier is three. 

In point of fact, in both cases it is impossible to know 
precisely what the exact value of the Multiplier is, even 
though one knows the magnitude of the leakages currently 
experienced. This is true for the reason that one can never 
know what the magnitude of the leakages will be over all 
future time. It can readily be seen (Chart 16), however, that 
this point is of no great practical significance, since in a very 
few periods, given fairly high magnitudes of leakages, such 
as 50 per cent or 33’/^ per cent, the national income ap- 
proaches rapidly the asymptote which, strictly speaking, could 
be reached only at an infinitely future date. Similarly, with 
the injection of a single investment outlay or governmental 
expenditure (Chart 15), the secondary increase of the na- 
tional income quickly approaches the limit reached at an 
infinitely future date. Thus, while in the former case the 
income level would eventually rise by $1,500 millions per 
period, after six expenditure periods it would already have 
api^roximated this figure; and, similarly, in the second case, 
the secondary additional income would after six expenditure 
periods approximate the $1 billions additional income which 
an infinite progression would yield. 

From the diagrams and analyses given above it is clear that 
the Multiplier is high if the magnitude of the leakages is 
low, and vice versa. Indeed, if the leakages are zero, the 
Multiplier is infinity, and if the leakages are 100 per cent, the 
Multiplier is unity. This latter case means that there are no 
secondary effects on the national income from the initial 
expenditure. Thus, the magnitude of the Multiplier can be 
stated in terms of the marginal propensity to save, or con- 
versely the marginal propensity to consume, as Keynes has 
done in his General Theory, The magnitude of the leakages 
is determined by the portion of the marginal income which 
is not used for consumption expenditures, or, in other words, 
is saved. Thus, if the percentage saved is zero, the Multiplier 
is infinity. If the fraction which is saved is one tenth, the 
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Multiplier is ten; if one fifth, five; if one third, three; if 
one half, two; and, finally, if loo per cent is saved, the Multi- 
plier is one, and, similarly, for intervening points. The Multi- 
plier is thus the reciprocal of the marginal propensity to save, 
which determines the ratio of marginal saving to marginal in- 
come received. The Multiplier can equally well be stated] in 
terms of the marginal propensity to consume. The MultipMei 
(K) stated in terms of the marginal propensity-to-consume 

formula K = i •— AC. 

(AY) 

From Charts 15 and 16 it is readily apparent that the in- 
come will not remain at the new high level reached unless 
the private investment or governmental outlays continue to 
be poured out in a continuous stream. As soon as the gov- 
ernmental expenditures are withdrawn, the income again 
falls to its previous level. This phenomenon is in no sense 
a peculiarity of governmental spending, but is equally true 
of private investment expenditures. 

The Acceleration Principle 

Thus, the Multiplier Principle concerns exclusively the 
effect of private investment expenditure or governmental ex- 
penditure, as the case may be, upon subsequent net additions 
to consumption expenditure. The Acceleration Principle, to 
which we now turn, concerns exclusively the effect of a net 
increase in consumption expenditures upon induced invest- 
ment expenditures. If we are to measure the full effect of 
private investment expenditures or governmental expendi- 
tures, as the case may be, on income, we must take account 
of both the Multiplier and the Acceleration Principle; we 
must measure not only the effect of these initial expenditures 
upon subsequent consumption, but also the effect of the sub- 
sequent increases in consumption upon investment induced 
by increase in consumption expenditures. 

The volume of replacement investment expenditures is 
determined by the volume of consumption expenditures. In 
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the event that consumption expenditures remain constant, 
no new investment expenditures are induced, but only a 
given volume of replacement. In the event, however, that 
consumption expenditures rise, the net increment of con- 
sumption may induce a given volume of additional invest- 
ment. This will occur even before existing equipment is fully 
utilized. If we start from the bottom of a depression, a rise 
in consumption expenditures is likely to induce a larger 
volume of replacement expenditures in the old, established 
industries. This follows from the fact that during depression 
depreciation allowances are not fully expended, and recovery 
tends to restore replacement to a normal level. If the in- 
creases in consumption expenditures occur in new lines, a 
given volume of new investment will occur, even though in- 
dustry in general is still depressed. Thus, it is by no means 
easy to determine precisely in what degree a rise of consump- 
tion expenditures from the bottom of the depression affects, 
on the one side, replacement investment expenditures, and, on 
the other side, new investment expenditures. Statistical in- 
cjiiiry (see Kuznets) does, however, reveal that a rise in con- 
sumption expenditures from the bottom of the depression 
brings about a very smooth rise in gross investment, and 
there appears to be no point in the upswing at which one can 
clearly demarcate replacement investment expenditures from 
new investment expenditures; nor is there any sharp break 
in the gross investment expenditure curve, such as might be 
implied from an overemphasis on the effect of reasonably 
full utilization of existing equipment upon new investment, 
as consumption expenditures continue to rise. 

The magnitude of the “Acceleration leverage” — we are 
here precluded by the current terminology from using the 
term “multiplier,” since that is reserved, as we have seen, for 
a special case — will depend upon the concrete character of 
the new consumption. Certain types of consumption goods 
involve in their production virtually no capital equipment, 
while others require a very high ratio of capital to each unit 
of output. Thus, the “Acceleration leverage” cannot be de- 



276 FISCAL POLICY AND BUSINESS CYCLES 

termined on a priori grounds, but must be determined by 
investigation of the actual character of the new consumption. 
In general, we know that the average ratio of manufacturing 
capital to value added is about two to one.^ It by no means 
follows, however, that the marginal increments of income 
will require this ratio of capital to output. This ratio wipuld 
vary with the different phases of the cycle and with the char- 
acter of the new consumption purchases. \ 

In the diagram below we have arbitrarily assumed, , by 
way of illustration, that the ratio is unity. In this diagram 
we have sought to show the effects of both the Multiplier 
Principle and the Acceleration Principle, in order to dis- 
close the combined effects of both in magnifying the national 
income.* 


The Cumulative Process 

The diagram (Chart 17) is constructed in the following 
manner: It is assumed that private investment or net income- 
creating governmental expenditures of $500 millions are 
made in each ‘‘multiplier** period. The black blocks repre- 
sent the magnitude of new private investment or govern- 
mental expenditures made in each successive period. The 
white blocks represent the total induced consumption ex- 
penditures for each period (over and above the basic income 

4 National Industrial Conference Board, Studies in Enterprise and Social 
Progress, 1939, pp. 218, 220. 

8 It may be noted that, whatever the Acceleration coefficient, the ratio of 
total investment to consumption will be the same. This follows from the fact 
that the induced investment (if any) will on its part induce, in turn, consump- 
tion expenditures, according to the value of the multiplier. If the multiplier 
is two, any initial investment will induce an equivalent consumption, and 
similarly any induced investment. Thus, whatever the ratio of initial invest- 
ment to induced investment, the ratio of total investment to total consumption 
(both that induced by the initial investment as well as that induced by the 
induced investment) will be unity, if the marginal propensity to consume is 
one half. Hence, even though it is not possible to differentiate the total in- 
vestment in any given period into its component parts — independent and 
induced — it is still possible to ascertain, in the statistical relation of investment 
to consumption, what is the marginal propensity to consume, and so the mul- 
tiplier leverage. 
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already prevailing when the experiment is started). The 
shaded areas represent the increments of private investment 
which are induced by reason of the net increase in consump- 
tion in the current period. 

It is clear from the particular assumptions here made that 
the income at first rises much more rapidly than was ^ the 
case when the Acceleration Principle was not taken into Icon- 
sideration, but it soon begins to fall,® unlike the situatio)^ in 
Chart 16 where the Multiplier Principle alone was Con- 
sidered. It will be noted that the income curve fluctuates up 
and down with diminishing amplitude around precisely the 
level established in Chart 16. That is to say, the addition 
of the Acceleration Principle to the Multiplier Principle does 
not, in this case, affect the ultimate level of the national in- 
come but only the intervening path through which the in- 
come moves. This somewhat paradoxical result follows from 
the fact that the process of creating additional consumption 
goods is, in our modern economy, an indirect one and in fact 
involves, once the consumption increase approaches the 
asymptote, merely the continuous replacement of capital 
goods. 

New investment is in no way affected by the level of con- 
sumption expenditures, but only by changes in the level of 
consumption. When consumption rises and falls, replace- 
ment and new investment expenditures are thereby affected, 
but the basic level of replacement expenditures is determined 
by die level of consumption. When consumption rises from 
a more or less established level to new high levels, new in- 
vestment is stimulated via the Acceleration Principle; but 
once consumption ceases to rise, new investment is no longer 
necessary. 

It should be noted that the conclusions drawn above are 
derived from a specific set of data. It is, therefore, necessary 
to inquire into what the situation would be were the condi- 

• It IS assumed that, as soon as consumption expenditures begin to decline, 
disinvestment begins in accordance with the “Acceleration leverage" of unity; 
i.e., if consumption falls by one million dollars, one million dollars of dis- 
investment is induced. 
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tions different from those illustrated in the figure. Various 
model sequences, with given values of the Acceleration lev- 
erage and the marginal propensity to consume (from which 
the Multiplier leverage is derived) can be developed.^ The 
Acceleration coefficient is here designated by the notation 
and the marginal propensity-to-consume by “a.” In the 
table on page 280, four selected values for these coefficients 
are assumed. Each pair of values results in a certain sequence 
of national income figures under the conditions assumed. In 
Column I (wliere a — 0.5 and ^ = o) we have the case already 
shown in Chart 16 above where account is taken only of the 
Multiplier Principle. It is, however, of interest to include 
it here, since it then becomes merely a special case of the 
more general analysis. In this case there are no oscillations 
and the income approaches progressively an asymptote. In 
Column II oscillations in the income develop, and it turns 
out that these are quite regular in character. In Column III 
the oscillations fluctuate with an increasing amplitude 
around an average value. In both these latter cases the av- 
erage value, around which the oscillations occur, are equal 
to the asymptote which the income approaches when the 
Multiplier alone is taken account of or the Acceleration Co- 
efficient is equal to zero. In the last column (IV) no oscilla- 
tions occur, the behavior being “explosive upward approach- 
ing a compound interest rate of growth.’* 

These columns give four selected pairs of values for a and 
p. But it is necessary to inquire whether other values would 
give still different types of results. The algebraic analysis 
made by Mr. Samuelson, however, reveals that these models 
cover all the different possible qualitative types of behavior, 
though the quantitative results vary, of course, with the 
values chosen. Thus, the whole field of possible values of 
the coefficients can be divided up into four regions. These 
regions are plotted in Chart 18. Each point in this diagram 

See the article by Paul Samuelson, “Interactions Between the Multiplier 
Analysis and the Principle of Acceleration,” Review of Economic Statistics, 
May, 1939. 
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Table XXV 

Model Sequences of National Income for Selected Values of 
Marginal Propensity to Consume and Acceleration Coefficient 

(**a* = Marginal Propensity to Consume; 

= Acceleration Coefficient) 



/ 

n 

III 

IV \ 


a= .5 

0= .5 

a == .6 

a= \8 

Period 

/3 = o 

^ = 2 



1 

$1.00 

ll.oo 

$1.00 

$1.00 

s 

1.50 

2.50 

2.80 

5.00 

3 

1-75 

3-75 

4.84 

17.80 

4 

1.875 

4*25 

6-352 

56.20 

5 

J -9375 

3-4375 

6.6256 

169.84 

6 

1.9688 

2.0313 

5-3037 

500.52 

7 

1.9844 

.9141 

2-5959 

1.459-592 

8 

1.9922 

— .1172 

— .6918 

4,227.704 

9 

1.9961 
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represents a certain value for a and /?. For each point a modal 
type sequence of national income through time can be de- 
termined. These types correspond with the four sequences 
illustrated in the table above. 

In Region A the value for the Acceleration coefficient is 
relatively small, though not necessarily zero. It represents the 
type illustrated in Column I. Here the national income ap- 
proaches an asymptote, the value of which is — - — (in other 

words, the “Multiplier”) times the governmental expenditure 
injected in each successive period plus the original income 
level. Whenever the expenditure ceases, the national income 
falls to the original level. 

In Region B damped, oscillatory movements of the national 
income occur as in Column II. These movements gradually 
approach an asymptote established by the Multiplier Prin- 
ciple, namely, the original income plus the governmental ex- 
penditure times the Multiplier . 
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In Region C increasing oscillatory movements develop 
around an asymptote equal to that which would be estab- 
lished when the Multiplier alone is considered. The possible 
values of the coefficients at different points in this Region 
give results corresponding to the type illustrated in Column 

in. , j 

In Region D we observe large values of both the marginal 
propensity-to-consume and the Acceleration coefficient. The 
range of values of the coefficients in this Region give ever- 
increasing national incomes, eventually approaching a com- 
pound interest rate of growth. These results corrcsjiond to 
the type illustrated in Column IV. This situation is a perfect 
example of a never-ending cumulative process of expansion. 
Investment stimulates consumption, and consumption, in 
turn, stimulates investment, and this interaction proceeds 
ad infinitum. If permitted to continue without check, it also 
illustrates the case of astronomical inflation. 

It must, however, be noted that the analysis we have given 
above is based on very simplified and unrealistic assumj)tions 
with respect to the relation of consumption and investment. 
It is well known, particularly by reason of the work of Kuz- 
nets and Tinbergen, as well as the earlier work of J. M. Clark, 
that the simplified conditions usually assumed when the 
Principle of Acceleration is under discussion are rarely valid 
in the actual world. When more realistic assumptions are 
introduced, it is clear that the effect of new consumption 
upon investment is a very complex and uncertain one. In the 
actual world the replacement of capital goods is not a rigor- 
ous proportion of the existing stock of such goods. Replace- 
ment demand varies not only with the size of the capital 
stock, but also with its age composition, with changes in the 
life period and obsolescence, and many other factors. The Ac- 
celeration coefficient varies, moreover, with the degree of 
existing excess plant capacity and many other considerations 
affecting the decisions of entrepreneurs with respect to new 
investment. Thus, it is a mistake, at least from the short-run 
point of view, to place too much emphasis upon the Principle 
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of Acceleration. Probably its most useful application to the 
actual world has to do with the effect of the growth of a new 
industry and the growth of population. Here the Principle 
of Acceleration appears to apply with great force. During 
the period of rise of a great new industry a vast amount of 
new investment is stimulated directly and indirectly, and 
when the industry reaches a plateau, all these related in- 
vestments disappear, and there remain only replacement in- 
vestment expenditures. 

Conclusions 

Certain extremely important conclusions follow from an 
examination of the operation of the Multiplier Principle and 
the Acceleration Principle. These may be summarized as fol- 
lows: 

1. New investment, except for short-run fluctuations in 
the volume of consumption expenditures, and except for very 
high values of the Multiplier and Acceleration coefficients, 
is not affected by the volume of consumption expenditures. 
Thus (with the exceptions noted), as far as any long-term 
effect is concerned, the level of consumption in no way af- 
fects the level of new investment. A firm grasp of this funda- 
mental conclusion must minimize very much the practical 
significance of the Acceleration Principle. Replacement in- 
vestment expenditures are obviously not to be counted at all 
as a constituent element in the size of the national income, 
since it is already incorporated in the consumption figures. 
The value of consumption, of course, consists of the cost of 
production of such goods, including the cost of replacement 
01 the capital goods required to make the consumption goods 
in question. The level of consumption determines the vol- 
ume of replacement investment expenditures. Net invest- 
ment, however, is a function, in the short run, of changes 
in the level of consumption. 

2. There is, therefore, no possibility (except for the case 
of high leverage values) of raising the income to higher and 
higher levels by the process of lifting yourself by your boot- 
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straps via the interrelation of increased consumption and in- 
creased investment in the familiar expansionist process. In- 
stead, as we have shown, the Acceleration Principle, except 
for temporary fluctuations and the special case of high lev- 
erage values, has no effect in lifting the national income at 
all. The national income can, therefore, in the long run sffnd 
in the normal case not rise, contrary to commonly accepted 
but clearly superficial views, by reason of an induced inv^t- 
ment springing from an induced rise in consumption. \ 

3. The volume of consumption can be increased, in so far 
as unemployed resources are available, by net private invest- 
ment induced by factors, which we shall presently discuss, 
having no relation whatever to the current level of consump- 
tion, or else by governmental expenditures involving the 
use of new funds and, therefore, not abstracting from the 
current level of consumption. How high consumption can be 
pushed by given increments of private investment expendi- 
tures or of governmental expenditures depends upon leak- 
ages (which are determined by the propensity to save), as ex- 
plained under the Multiplier Principle. But the new higher 
level of consumption rapidly falls to its former level unless 
the net private investment outlays or the governmental ex- 
penditures are continued at a constant level. 

4. At a given level of income, consumption equals income, 
or, in other words, the average propensity to consume is 
equal to one. At this level of income, and at this level alone, 
a given volume of consumption expenditures is self-perpetu- 
ating, and income tends to be maintained at a constant level. 
If income produced temporarily falls below consumption, the 
gap between the two represents disinvestment. But this situa- 
tion tends toward a new equilibrium at which income pro- 
duced and consumption are equal. At this point also there is 
no net investment. The system is self-perpetuating in the sense 
that 100 per cent of the income received is consumed, and 
thereby current aggregate demand gives rise to production ac- 
tivities through which a new monetary aggregate demand is 
created equal to that in the previous period. This is the “cir- 
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cular flow” so vividly described in Schumpeter’s The Theory 
of Economic Development. 

The national income can, therefore, be divided for analyti- 
cal purposes into two compartments: the first we shall call 
the “basic national income,” at which the average propensity 
to consume is equal to one, which income level tends to be 
self-perpetuating; and the second, the “dynamic income,” 
which, as we have noted, is the margin filled by net invest- 
ment (private and public) and by the consumption induced by 
this net investment. It is this dynamic income which is ex- 
tremely unstable and within the area of which the fluctua- 
tions of our economic life occur. This margin need not be 
wholly filled by net private investment or net income-creat- 
ing governmental expenditures. But it is these two which 
are the dynamic factors creating the income above the mini- 
mum basic level. According to the size of the leakages (de- 
termined by the marginal propensity to save), a part of the 
margin between the basic income and the full income will 
be filled by induced consumption expenditures. If the mar- 
ginal propensity to save that part of the full income which is 
above the basic minimum income is one half, consumption 
expenditures will fill one half of this margin. If the mar- 
ginal propensity to save is one third, consumption expendi- 
tures will occupy two thirds of the margin. If the marginal 
propensity to save is one quarter, consumption expenditures 
will occupy three quarters of the margin, and so on.® 

The income level at which consumption equals income 
may be said to be self-sustaining in the sense that no new, 

^ Erroneous conclusions sometimes follow from confusing the Multiplier 
coefficient with the income velocity of money. It is. of course, true that a dollar 
used in expenditures flows through the system and becomes income for others 
two or three times during the year. This, however, has nothing to do with 
the Multiplier as such, but has merely to do with the customs and habits with 
respect to the use of money, under which a given volume of income expendi- 
tures during a year is normally accomplished by a volume of money equal to, 
let us say, only one third of the income expenditures made. Under these con- 
ditions the income velocity of money obviously is three. But it may be that the 
injection of more money, instead of raising the national income, will only 
result in a decline in velocity. 
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independent, anticipatory investment is necessary to main- 
tain this income level. It is, of course, true tliat the income 
may well fall below this basic level owing to dissaving. But 
this may be regarded as an abnormal, temporary maladjust- 
ment, which will sooner or later correct itself. In a progressive 
society, dissaving can only occur as a temporary phase of ! the 
business cycle. If consumption exceeds income (as is tru^ in 
a serious depression), it follows that replacement capital Ex- 
penditures are inadequate to sustain the given level of con- 
sumption and must sooner or later rise to a point at which 
no further disinvestment occurs. 

Thus, consumption expenditures in a ‘‘circular flow** econ- 
omy in which consumption equals income tend to be self- 
perpetuating. On the other hand, the net private investment 
and net income-creating governmental expenditures (together 
with the secondary consumption expenditures which they in- 
duce) are in no sense self-perpetuating. As long as these in- 
vestment and income-creating expenditures are made, they 
induce a volume of consumption expenditures above the 
basic minimum level and thereby have a multiplying effect 
on the national income. 

While from the long-run standpoint the Acceleration Prin- 
ciple (in the usual case) is incapable of raising the level of 
the national income, it must still be noted that it may have 
an effect which, under certain conditions, may be very con- 
siderable on the cyclical pattern. Without the Acceleration 
Principle one may argue that private investment or the net 
income-creating expenditures of the government may lift the 
national income by a certain Multiplier and hold it there 
until the investment or net income-creating expenditures 
cease, whereupon the income rapidly falls to its original level. 
Under conditions in which, however, the Acceleration Prin- 
ciple is really effective, the stimulated recovery will advance 
much more rapidly than would otherwise be the case. Still 
more important, perhaps, is the fact that it may reach a 
peak and decline with greater or less rapidity, even though 
the investment and net income-creating expenditures were 
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continued at a constant level. Thus, it is quite possible that 
a volume of investment or net income-creating expenditures 
continuously applied may not even be able to sustain the 
recovery reached. Generally speaking, in the measure that 
the net income-creating expenditures are extremely effective 
in creating a burst of recovery, as would be the case when 
the Multiplier and Acceleration coefficients are high (though 
not as high as represented by Region D), it may be expected 
that sooner or later a serious relapse will occur. We may, 
therefore, conclude (within limits) that the more effectively 
the investment or net income-creating expenditures operate, 
the less sustained the recovery is likely to be. This is true, 
however, only to the extent that the effectiveness in question 
runs in terms of both the Acceleration and the Multiplier 
Principles and not in terms of the Multiplier alone. As far as 
the Multiplier Principle is concerned, the induced recovery 
can be expected to sustain itself as long as the expenditures 
continue, but not much longer. If the Acceleration Principle 
is operative, not even this degree of permanence can be re- 
lied upon. 

Net income-creating governmental expenditures are un- 
dertaken by the government either because the community 
deliberately wishes to make capital expenditures in order 
to obtain the utilities directly flowing from the completed 
projects, or because the community determines to make these 
capital expenditures in order to raise the national income and 
thereby escape the wastage incident to unemployed resources. 
Net private investment is, on the other hand, induced purely 
in res[)onse to the profit motive. Spontaneous net private in- 
vestment has no relation to the current level of consumption, 
and any increase in consumption has ordinarily only a tempo- 
rary and rapidly vanishing effect upon net private invest- 
ment. Thus, net private investment is fundamentally a func- 
tion of factors lying quite outside of the current volume of 
consumption or the current volume of income — factors as- 
sociated with the dynamics of economic progress. In the ab- 
sence of new investment outlets adequate to maintain the 
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boom, it is clear that any continued volume of investment, 
such as would be necessary to maintain income at a full level, 
would rapidly experience a drastic fall in the prospective rate 
of profit on new investment (the marginal efficiency of capi- 
tal). Such a fall progressively weakens the inducement to, in- 
vest, until net investment equals zero. The classicals Were 
quite right when they argued that without technological 
progress the price system, including the rate of interest, woUld 
progressively drive the economy to the point at which there 
would be no net investment. They were wrong in assuming 
that the price system could also ensure a propensity to con- 
sume compatible with this investment situation so as to pro- 
vide full employment. 





Chapter XIII 

COMPENSATORY TAX POLICY 


I N the previous chapter we have discussed how private in- 
vestment and governmental expenditures may affect the 
national income. We have examined the theoretical prin- 
ciples determining the leverage of such expenditures upon 
the national income and the necessity for the continuation of 
such expenditures in order to sustain the national income. In 
this chapter we consider particularly cyclical aspects of com- 
pensatory fiscal policy. 

First, we concern ourselves with- compensatory policy in a 
society which is sufficiently dynamic in terms of its private 
investment outlets to develop vigorous booms. What sort 
of tax policy is best designed to minimize cyclical fluctua- 
tions in a society wliich, except for periodic depressions, tends 
toward full employment of resources? We are thus concerned 
primarily with the question of a cyclical tax policy designed 
to minimize industrial fluctuations. 

Comparison may be made between the cyclical fluctuations 
in a highly dynamic, high-savings economy and those in a 
less dynamic society which has at the same time achieved, 
through its fiscal policy or otherwise, a high level of con- 
sumption in relation to income — ^a high propensity to con- 
sume. The former will tend to have a violently fluctuating 
cycle; the latter a mild cycle. Both, we assume, tend toward 
full employment in the prosperity phase. 

Chart 19 represents the consumption functions which ful- 
fill the conditions stated. '‘A” represents the consumption 
function in a high-savings society; ‘'B'' the consumption func- 

289 




*90 FISCAL POLICY AND BUSINESS CYCLES 

tion in a high-consumption economy. On the basis of Con- 
sumption Function A, the income will fall to 6o per cent of 
the full income level before consumption equals income, or, 
in other words, before the average propensity to consume 


Per Cent 



lO ZO 30 40 50 60 70 50 90 100 

Pmr Cent 

Income* (Y) 


Chart ip. 

The Consumption Function in a High-savings and a High- 
consumption Economy 

equals unity. According to Consumption Function B, how- 
ever, at 8o per cent of a full income level, the whole income 
is consumed. 

Chart 20 represents tlie cyclical behavior of the highly 
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dynamic, high-savings economy, while Chart 21 represents 
the cycle movement in a mature, high-consumption econ- 
omy. It is assumed in both cases that the amplitude of the 
cycle fills the whole gap between the self-sustaining income 

Billions of 
dollars 



level (at which C = Y) and the full income level. It is also 
assumed that in each case the marginal propensity to con- 
sume is 0.67. Accordingly, in both cases investment is assumed 
to constitute one third, and consumption two thirds, of the 
fluctuating part of the income above the basic level. These 
arbitrary assumptions may be modified without invalidating 
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the usefulness of the general scheme of analysis here em- 
ployed. 

Whatever may be true of the actual magnitude of the 
fluctuations in the two cases, it is at any rate true that a high- 
consumption economy (illustrated in Chart 21) can reach 
full employment on a lower volume of investment expjendi- 
tures, unless, indeed, the marginal propensity to consume 
were much lower than in the high-savings economy — a Won- 
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Cyclical Behavior of a High-consumption Economy 


dition not very probable, though theoretically not impos- 
sible. In a world in which independent investment outlets 
are relatively limited, a high-consumption economy is not 
only less likely to fall to low employment levels, but is, more- 
over, able to achieve full employment with relatively small 
investment outlays. 

Stabilizing the Cycle 

We may now consider the proposal to minimize the cycle 
movement by a system of fluctuating tax rates. There is not 
much use in discussing this proposal with respect to all types 
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of taxes, since for many taxes such a scheme of timely fluctua- 
tion of rates is difficult, if not impossible. From a practical 
standpoint, relatively few taxes can be timed speedily. Taxes 
on payrolls and sales taxes can, however, very effectively be 
manipulated and timed according to the requirements of the 
cycle.^ 

Consider, first, a payroll tax collected at the source. Since 
we are concerned here purely with an effort to achieve sta- 
bility, it is clear that the tax in question is not designed over 
the long run to produce any revenue for the government’s 
operating budget, but is designed exclusively to facilitate eco- 
nomic stability. It follows, therefore, that when the taxes are 
collected, such collections should in some manner be placed 
in a fund which could subsequently be drawn upon and ex- 
pended.^ 

Let us assume that the tax on payrolls is applied at some 
advancing rate during the last half of an upswing period, for 
example, from the point at which a half of the cyclical un- 
employment has been overcome. The tax would then be 
raised progressively as the peak of the boom is approached. 
As soon as it is evident that a turning point has been reached, 
the tax collections should cease entirely. Once it appears, 
however, that a recession is definitely under way and is in 
danger of developing into a cumulative deflation, the surplus 
funds previously collected should be drawn upon and poured 
back into the income stream. 

To the extent that the payroll taxes were assessed against 
employers, they could be returned to aid employers to main- 
tain current wage rates. In so far as payroll taxes had been 
deducted from wages, they should be returned to the wage 
earners to help maintain labor incomes in the depression. 

In the former case, the remission of the funds would, in 
effect, lower the effective wage rate and thereby make it 

1 Income taxes collected at the source could also be made flexible. 

5 A more elaborate proposal, involving deferred wage payments, designed 
to help finance the war without inflationary consequences and to sustain the 
postwar economy, was published by J. M. Keynes in How to Pay for the 
Harcourt, Brace, 1940. 
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easier for the employer to maintain as nearly as possible a 
full corps of workers. In so far as this result is achieved, em- 
ployment and consumption expenditures would be sustained. 
It is true that the employer might pocket the subsidy with- 
out maintaining or extending the volume of employment. It 
would not be easy to ascertain what the volume of employ- 
ment would be were there no subsidy, and it is only ISj-om 
this bench mark that one can determine the extent to wtjiich 
the employer is using the subsidy for the maintenance or, ex- 
pansion of employment. There is thus the danger that, if 
the payroll tax fund is employed in this manner, the net 
effect would be merely to add to idle funds. But even this 
would at least have the favorable effect of increasing the 
liquidity of the firm and would thereby tend to hasten, sooner 
or later, expansionist activities. On balance, the imposition 
of a payroll tax on employers wxiuld tend to restrain the 
boom, and the repayment of these sums in depression would 
probably have some favorable cyclical compensatory effect. 

In the second case, the payroll tax is a device to enforce 
compulsory saving upon wage earners during the boom, which 
savings are returned to the wage earners in the depiession 
period. It is a deferred wage payment plan, wages being 
withheld in the prosperity phase and returned with interest 
in the depression phase. The plan would have a favorable 
indirect effect on employment, since the wage earners would 
have a larger income to spend in the depression. There is, how- 
ever, the danger that employed workers receiving the de- 
ferred payments in a period of falling prices might save most 
of the windfall. The effect on consumption and, therefore, 
on employment, as far as these w^age earners were concerned, 
might well be relatively small. The effect on consumption 
expenditures would, however, be definitely favorable with 
respect to part-time workers and unemployed workers. 

Unemployment insurance financed by payroll taxes forms 
a special kind of tax on wages. The size of the payroll varies 
with the cycle and, therefore, the total tax collections rise 
and fall with the fluctuations in business conditions. More- 
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over, since the collected funds are disbursed in benefit pay- 
ments to the unemployed in the depression period, the net 
tax collections should rapidly approach zero and even become 
a minus quantity. Thus, on balance, such tax funds are col- 
lected mainly during prosperity periods and are paid out to 
wage earners (though not to employed workers) in depres- 
sion periods. 

A cyclically adjusted sales tax can be implemented in a 
manner somewhat similar to a tax on wages. Such a tax, ap- 
plied in the last phase of the upswing, would act as a drag 
on the rise of consumption expenditures. Under the assump- 
tions which are here made, however, it is expected that such 
a sales tax would not check the advance short of full employ- 
ment hut would only make the advance steadier and thereby 
more prolonged. It is assumed that the tax is not severe enough 
to stop the dynamic forces which tend to drive the economy 
on toward full employment. 

The funds collected from the sales tax might, as in the 
case of the wage tax, be distributed in the downswing and in 
the early stages of recovery. Such a plan would be a sales 
tax in reverse. But it docs not appear probable that such a 
distribution could be implemented. It would require an 
extremely complicated and expensive accounting control to 
disburse the funds through the retailers to all purchasers of 
retail goods in some proportion to purchase vouchers. It 
would be much easier, from the standpoint of administration, 
merely to use funds so collected to finance government deficits 
arising from expansion of public works or relief expenditures. 
To make tlie funds most effective, it would be necessary that 
they constitute a net addition to public works (or to relief 
expenditures) during a depression period. 

The purpose of these taxes is to check an undue expansion 
of consumption in the boom and, through their removal 
together with the return of previously collected taxes, to stim- 
ulate consumption in the depression. Moreover, they may be 
especially useful as a means to check a wartime inflation. 

Question arises whether the best method of controlling 
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cyclical fluctuations is to impose in the upswing period a tax 
on consumption. Payroll taxes and sales taxes are peculiarly 
taxes which abstract from the consumption stream. This 
raises the very fundamental question whether the most de- 
sirable compensatory policy is to tax income which would 
normally flow into consumption or to tax income wjhich 
would normally flow into savings. A tax which diminished the 
flow of savings will impose some check upon investment in 
so far as investment expenditures cannot be financed Ade- 
quately through monetary expansion. In so far as the taxes are 
imposed on income which would normally flow into con- 
sumption, not only are consumption expenditures reduced, 
but induced investment (via the Acceleration Principle) is 
also curtailed. 

We are assuming here, it will be recalled, a society which 
is highly dynamic and in which economic progress develops 
surging private investment booms, and which tends, there- 
fore, automatically toward full employment of resources. Yet, 
periodically, the upward march is interrupted by reason of 
the inherent tendency of a free enterprise economy to de- 
velop cyclical fluctuations. In such a society, be it noted, the 
rising income in the prosperity period is created not by gov- 
ernment expenditures, but by net private investment. If now 
the mainspring of a surging investment boom has relatively 
little relation to the current level of consumption, but mainly 
to the stimulus flowing from economic progress (inventions, 
the discovery of new resources, the exploitation of new ter- 
ritory), the boom might not be seriously checked by payroll 
or sales taxes. Under a surging investment boom the induced 
consumption is likely to be very large, and the imposition of 
taxes on consumption might, therefore, merely steady the 
situation. Moreover, if consumption taxes are employed in- 
stead of income taxes, it is likely that the investment will be 
financed more fully from voluntary savings and less from 
bank credit expansion. This also would make for a healthier 
boom. If a sharp step up were made in income tax rates, with 
no restraint on consumption (via payroll or sales taxes), con- 
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sumption expenditures would rise rapidly, thereby (via the 
Acceleration Principle) adding to the investment stimulus 
(already vigorously fed from the independent factors of eco- 
nomic progress) still more. It thus appears that, under the 
conditions here assumed, the boom would develop in a more 
stable manner under a cyclical adjustment of payroll or sales 
taxes than under a cyclical adjustment of highly progressive 
corporate and individual income taxes. 

It has sometimes been argued, especially from the stand- 
point of the under-consumption theory of the cycle,® that the 
boom comes to an end because of a deficiency of consump- 
tion in the boom years. According to this view, there is some- 
thing wrong with the ratio of consumption to investment 
during the boom. The ratio is said to be too low. But this 
position is, I think, not defensible. If one deducts the inde- 
pendent, spontaneous investment from total investment, one 
derives as the remainder the residue of investment which 
bears a relation to consumption. If consumption is increased, 
the investment needed to supply the flow of consumption 
goods will increase also. Dependent (induced) investment 
would rise if consumption rose. Independent investment 
would presumably remain unaltered. Thus, if you increase 
consumption, you will also increase investment. The ratio 
of consumption to induced investment will not be altered. 
Thus, the boom will be magnified if consumption is stimu- 
lated, and, if spontaneous investment is strong, such a proc- 
ess may even engender some considerable price inflation. Once 
the spontaneous investment has run out, a depression will 
ensue, and it will be all tlie more intense by reason of the 
extra stimulus given to consumption (and thereby induced 

* Some readers have wrongly inferred that I subscribe to the under- 
consumption theory of the cycle. This is quite wrong. The depression, in my 
view, is caused by a decline in investment — a decline resulting not from in- 
adequate consumption, but from the temporary saturation in spontaneously 
evolving investment opportunities. It is, of course, true that, if it were possible 
for consumption to rise as investment declines, no serious depression would 
ensue, although some transitional difficulties would be encountered. But the 
under-consumption theory alleges a difficulty in consumption in the boom 
period. 
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investment via the Acceleration Principle) in the boom years. 

We have just discussed the relative effects of a tax on con- 
sumption (wage or sales tax) and a tax on the savings stream 
(steeply progressive income tax) upon the cycle movement, 
under the assumption of a vigorous expansionist tendency op- 
erating virtually exclusively in terms of private investmlent. 
The problem is to bring about a shift of the consumpiion 
function by means of a shift in the tax structure, so that the 
fluctuations in private investment will be overcome by Off- 
setting fluctuations in consumption. 

Raising the Propensity to Consume 

We have now to consider a cycle development which is 
stimulated largely through net income-creating expenditures 
of the government. Here it is assumed that private invest- 
ment outlets are, on the whole, inadequate, and that we have 
to deal with a long-run condition of chronic unemployment. 

If the recovery is proceeding mainly under the stimulus 
of net income-creating governmental expenditures and to a 
relatively small degree under the stimulus of forward-looking 
private investments related to economic progress, the essen- 
tial problem is that of modifying the functioning of the econ- 
omy so as to render the new income, in a measure, self- 
perpetuating. From the analysis which we have given above, 
it follows that, if the larger new income is to be made self- 
perpetuating, it will be necessary in some manner to sliift 
the level of the basic income (at which consumption is 100 
per cent of income) to a higher plane. This means that the 
propensity to consume must somehow be increased, the con- 
sumption function must be shifted upward so as to reduce the 
margin between the basic self-perpetuating income level (at 
which consumption equals income) and the full-incomc level. 
The problem is not to cause a cyclical fluctuation in the con- 
sumption function (offsetting tlie fluctuation in the rate of 
investment), as in the case considered above, but to raise per- 
manently the propensity to consume. 
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A redistribution of income, through social or community 
expenditures and a progTessive tax structure, may affect the 
aggiegate consumption function. Since the payroll and the 
sales taxes clearly weigh on consumption, such taxes would 
weaken the propensity to consume. On the other side, a 
steeply progressive income tax would alter the distribution 
of income and would tend to strengthen the propensity to 
consume. The income level at which aggregate consumption 
of the nation as a whole would equal income would be raised. 
Raising income tax rates would tend in the direction of mak- 
ing the newly created income more nearly self-perpetuating. 

In the event that there is not available an adequate volume 
of forw^ard-looking, anticipatory private investment, it will 
be necessary to substitute public investment, or else, by tax 
measures and otlierwise, to make the newly created income 
as far as possible self-sustaining. In a situation in which in- 
vestment activity is relatively weak, it is not necessary that as 
large a proportion of income shall be saved and expended on 
capital goods as in the case of a highly dynamic economy. It 
behooves such a society, therefore, to adjust itself to a higher 
consumption basis. Consumption is necessarily the ultimate 
end of economic activity. Savings perform a useful function 
in so far as they are necessary for growth and expansion. But, 
in a less dynamic society, %ve are confronted with the alterna- 
tive of using more of our resources for the production of 
consumption goods, whether durable or nondurable, or else 
of permitting them to run to waste through nonutilization. 
Such a society needs peculiarly to stress consumption if it is 
to achieve full employment. 

We have reached the conclusion that, in a highly dynamic 
economy in which investment booms are vigorous, the ap- 
propriate type of taxes to apply during the boom is some 
form of tax on consumption. On the one side, this policy 
would tend to hold in check an abnormal rise in consump- 
tion and thus dampen the induced stimulus (via the Accel- 
eration Principle) to investment. On the other side, such a 
policy would provide funds for investment more largely from 
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voluntary savings and thereby minimize the excesses of bank 
credit expansion. 

In a less dynamic, less rapidly expanding (mature) econ- 
omy, investment booms are less vigorous. Such a society is, 
therefore, less likely to reach full employment. In such a 
situation it is important to stimulate consumption expendi- 
tures. When booms are weak and incomplete, consumption 
taxes should not be applied as a cycle control measure. T\iese 
circumstances suggest measures to raise the propensity, to 
consume and develop a high-consumption economy. \ 

Question may be raised as to whether the progressive in- 
come tax rates, designed to raise the propensity to consume, 
should fluctuate with the cycle, being increased in the boom 
and reduced in the depression; or wdiether the rate structure, 
while steeply progressive, should remain fixed in the various 
phases of the cycle. On balance, the latter is to be preferred. 
Excessively high rates in the boom cannot help the basic 
problem of increasing the aggregate community consump- 
tion over the entire cycle, since higher rates in the boom 
presuppose lower rates in the depression. The total volume 
of funds tapped from the savings stream and diverted into 
community consumption would not thereby be increased over 
the entire cycle period. Again, it may be argued that extra 
high rates should be levied during the boom phase in order 
to pay off cyclically incurred debt. But this is scarcely valid, 
since higher rates in the better years imply lower rates in 
depression, and hence the cyclical debt problem is not helped 
by such a fluctuating tax structure. 

The milder cyclical fluctuations of private investment in a 
society such as that here under consideration could best be 
compensated for not by a tax program, but by offsetting fluc- 
tuations in governmental expenditures. 

Thus, for a dynamic, expanding economy enjoying vig- 
orous booms a fluctuating consumption tax may be the appro- 
priate tax policy; for a less rapidly expanding, mature econ- 
omy a fixed but steeply progressive income tax structure is 
indicated. 





Chapter XIV 

THE DYNAMIC VERSUS THE 
CIRCULAR FLOW ECONOMY 


T he central stream of economic thought, comprising 
the early classical and neoclassical writers, has often 
been described as a system of static economics. It con- 
sisted essentially of an analysis of how the pricing process 
determines the allocation of productive resources. It ex- 
plained how commodities and productive agents are priced 
in a “circular flow” economy and how, in a society so con- 
stituted, the productive process generates a demand for the 
products which it creates, so that the economy could continue 
to function at full employment. The rigorous Ricardian 
analysis explained how the pricing process ensures the re- 
production of both the capital and the labor supply without 
either growth or contraction. It explained how the produc- 
tive process is able to create consumer demand sufficient to 
absorb the whole product. In a “circular flow” economy, con- 
sumption equals net output. Saving takes the form of allocat- 
ing a sufficient amount of the gross product to capital re- 
placement. In such a society the whole of the net real income 
h consumed and aggregate saving is directed exclusively to 
capital replacement. In such a society the level of consumers’ 
demand determines the volume of investment. 

Such was the character of the equilibrium state of early 
classical theory. Profits tend to fall to that irreducible mini- 
mum which will just ensure a maintenance of the accumu- 
lated capital stock. Wages tend to fall to the so-called “sub- 
sistence” level, varying from country to country according 

501 
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to the achieved standard of living, at which the population 
will just reproduce itself. 

This analysis correctly perceived that the price system per 
se could not generate economic progress. It recognized that 
the price system, no matter how flexible or how perfectly 
competitive, could not of itself provide any net investrpent 
outlet. Progress could be generated only by innovations^ the 
development of new products, new techniques, new metI\ods 
of production, the discovery of new resources, and the ofien- 
ing of new territory. Thus, already in early classical doctrine 
net investment and net saving were regarded as a function 
not of the operation of the price system, but rather as a func- 
tion of progiess in the arts.^ Through the development of 
technology and the exploitation of new resources, the price 
system is distorted away from static eciuilibrium, away from 
the ‘'circular flow*' economy in which consumption equals 
production. In a progressive society, investment is no longer 
purely a function of consumption. The tables are turned up- 
side dowm. Consumption, under tlie dynamic stimulus of ex- 
pansion, now becomes in considerable measure a function of 
investment. 

It is just this fact which explains the emergence of busi- 
ness fluctuations. The business cycle, under the automatic 
functioning of the economy, is the inevitable by-product of 
growth and economic progress. 

The price system in such a society is compelled to adjust 
itself to an unruly, unstable economy with a violently fluctu- 
ating output. The norm of the price structure is no longer 
reached, as in the “circular flow’* economy, at the full out- 
put level. At full employment the distribution of the product 
among the contributing agents is skewed toward an excess 
of profits. The investment boom, created by innovational de- 
velopments, distorts the system away from the equilibrium 
position at which the cost-price system is in balance. 

1 According to the classical economists, the tendency toward the stationary 
btate could be checked only by invention, territorial expansion, and popula- 
tion growth. 
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The norm toward which the equilibrating process in a dy- 
namic society tends, in the event that growth and technologi- 
cal change prove inadequate to provide investment of boom 
proportions, is an equilibrium point short of full employ- 
ment. How far the equilibrium norm in a dynamic society 
will diverge from full employment depends upon how far 
the expansionist forces had previously driven the price struc- 
ture away from the “circular flow’* tableau economique of a 
static society. This follows from the fact that the process of 
economic progress, with its attendant fluctuations of income 
and employment, has created a set of firmly rooted institu- 
tional arrangements which are not easily altered, and which 
do not permit an easy return to the “circular flow” norm 
of a static society. The economy cannot automatically pass 
swiftly from a condition of dynamic expansion to a full- 
consumption society in which consumption equals income 
without encountering serious unemployment. The orienta- 
tion of the price system to the requirements of a rapidly 
growing and wddely fluctuating economy has created con- 
sumption and saving patterns out of line with the “circular 
flow” equilibrium. The institutional framework is thus geared 
to produce full employment only at high investment levels. 


Consumption and Net Investment 

In the “circular flow” economy, replacement investment 
is determined by the level of consumption. But in an ex- 
panding, dynamic economy, net investment is essentially spon- 
taneous and independent of the current volume of consump- 
tion. Indeed, a large part of consumption now rises and falls 
according to fluctuations in the rate of investment. 

An essential difference between the type of analysis of 
economic crises represented by Malthiis, Sismondi, and Hob- 
son on the one side, and that represented by Spiethoff, Cassel, 
Robertson, and Schumpeter on tlie other, is to be found in 
the treatment of these two schools of the relation of consump- 
tion to net saving. Malthus and his followers thought that 



